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Proof of reasonable surplus difficult; 


ABA group proposals would ease task 


by DAVID ALTMAN and THEODORE BERGER 


When viewed against the narrow, technical battleground where IRS seems to be 


winning penalty-for-unreasonable-accumulation-of-earnings victories, the proposals 


for change in the law made by the ABA Taxation Section would aid but may not 


afford complete relief in all cases. 


This article analyzes the burden of proof 


problem in unreasonable accumulation cases and discusses the ABA proposals. 


peg the 1954 Code allows a credit 
for earnings reasonably accumulated 
and consequently limits the penalty tax 
to the portion of earnings unreasonably 

virtually the sole issue in 
531 case now is: Have the 
earnings been permitted to accumulate 
beyond the reasonable needs of the 
business. Under Section 534 the burden 
of proof is shifted to the Commissioner, 


accumulated, 
any Section 


if, after receipt of notice of the proposed 
penalty tax, the taxpayer submits “a 
statement of the grounds (together with 
facts sufficient to show the basis thereof) 
on which the taxpayer relies to estab- 
lish that all or any part of the earnings 
and profits have not been permitted to 
accumulate beyond the reasonable needs 
of the business.” (Emphasis supplied.) 

The Committee on Court Procedure 
of the Section of Taxation of the Ameri- 
can Bar Association has adopted a pro- 
posal for amending Section 534 by: 

1. Eliminating the necessity for any 
statement of facts, as required by the 
parenthetical clause in the above quota- 
tion; and 

2. Providing that the taxpayer’s state- 
ment of grounds for the accumulation 
shall be sufficient to shift the burden of 
proof to the Internal Revenue Service 
“. . . notwithstanding the fact the suffi- 
ciency of such statement is put in issue 
by any pleading.” (Emphasis supplied.) 

The principal reason for the enact- 
ment of Section 534 in 1954, according 
to the Committee reports, was that Sec- 


tion 102 was being asserted by the Serv- 
ice to gain leverage in settling other is- 
sues; permitting the corporation to shift 
the burden of proof would give it more 
bargaining powe.. Unfortunately, it was 
a 1939 Code case (Pelton Steel Casting 
Co., (28 TC 153, affd. 251 F.2d 278, CA-7 
1958, cert. denied), in which the Tax 
Court was first called upon to apply this 
provision. That case perhaps is more 
famous for the substantive issue whether 
the redemption to purchase the ma- 
jority shareholders’ stock was within 
the reasonable needs of the business. On 
the procedural issue, however, the Tax 
Court took the position that Section 534 
accomplished the change of burden of 
proof only when the reasonableness of 
the accumulation was at issue. But the 
Court had found that the motive to 
avoid the surtax on the shareholders 
was present, and thus the tax could be 
assessed on that basis alone. 

The Taxation Section approved these 
the Court Pro- 
cedure Committee at its annual meeting 


recommendations of 


in Miami in August. 

The application of the penalty tax 
provisions can be somewhat intricate. 
Accumulation beyond the reasonable 
business needs is prima facie evidence 
of the purpose to avoid the surtax, but 
if the presence of the purpose can be 
shown other than by such unreasonable 
accumulation, the penalty is still ap- 
plicable. In essence the Tax Court 
found in Pelton that this tax avoidance 


motive was present, and found it un- 
necessary to decide whether the surplus 
had been accumulated beyond the rea- 
sonable needs of the business. However, 
the opinion goes on to state that, on 
the record, the burden of proof would 
have been met by the Commissioner had 
it been necessary for him to do so. This 
issue was not discussed by the Court of 
Appeals in affirming the Tax Court. 


Current IRS procedure 


A different situation exists under the 
1954 Code. The accumulated earnings 
credit removes from the penalty tax 
base that portion of the earnings ac- 
cumulated for the reasonable needs of 
the business. The assertion of a penalty 
tax requires a determination by the 
Commissioner that some part of the 


earnings have been permitted to ac- 


cumulate beyond the reasonable needs 
of the business. That is, the Pelton 
situation of assessing the penalty only 
on the tax avoidance motive is not pos- 
sible under the 1954 Code. 

The writers discussed the ABA legis- 
lative several 
taxmen who have had practical exper- 
ience in Section 102 (1939 Code, present- 
ly Section 534) litigations and various 
views were expressed. One of the in- 
teresting comments was made by Mr. 
John L. Palmer of Milwaukee, who was 
one of the counsel in the Pelton Steel 
case, which first presented the impact 
of the burden of proof amendments 
under the 1954 Code (which were made 
retroactive by amendment to cases under 
the 1939 Code): ‘Adoption of the 
recommended amendments to Code Sec- 
tion made by the Taxation Section of 
the ABA should finally settle the 
present unsatisfactory status of the bur- 
den of proof changes which Congress 
thought it was making when the section 
was adopted in 1954. 

“As the present Section has been con- 
strued by the Tax Court and by the 
IRS it affords little or no relief to peti- 
tioners. I have followed this section with 
more than casual interest as a result of 
assisting in the drafting of the 1955 
making the section ap- 
plicable to certain 1939-Code-Section- 
102 cases and as one of the counsel in 
the Pelton Steel Casting Co. case, which 
was the first case decided under Section 
534. I am firmly convinced that the 
amendments being recommended will 
finally grant to taxpayers that degree of 
burden-of-proof corrective relief, which, 
I feel confident, Congress originally in- 


recommendations with 


amendment 
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tended them to have. In any event, the 
present Section 534, as being adminis- 
tered and construed, seems to be un- 
workable and completely ineffective. 
Unless Section 534 is amended sub- 
stantially along the lines of the Ameri- 
can Bar Association recommendations it 
might just as well be repealed.” 

The practical problem which has 
arisen with the application of this Sec- 
tion, however, and to which the A.B.A. 
proposal is directed stems from the fact 
that there is no pretrial procedure in 
the Tax Court. Typically, a taxpayer 
will submit the statment required by 
Section 534 and the Commissioner in his 
answer will deny both the sufficiency 
of the grounds and the adequacy of the 
facts set forth in the statement. In so 
doing, the Service apparently is going 
beyond the intent of the Committee Re- 
ports which suggest that a detailed state- 
nent of facts: is not necessary. Yet, the 
Tax Court has more or less supported 
the Commissioner. (See Dixie, Inc., 31 
TC No. 42, on appeal CA-2.) 

At the time of trial, the question of 
adequacy of the statement and therefore 
the ultimate burden of proof would be 
undetermined. from 
time to time submitted pretrial motions 


Taxpayers have 
asking the Court to rule on the burden 
of proof question in advance of the 
actual trial. Apparently the Court has 
consistently refused to decide such mo- 
tions either in advance of the trial or 
even after the trial itself. Chief Judge 
Murdock has been requested to institute 
a form of pretrial procedure which 
would make possible a determination as 
to burden of proof prior to the hearing, 
but he has declined to change the Tax 
Court position of refusing to rule pre- 
liminarily on the sufficiency of the state- 
ment. 


ABA group plan 


The proposal of the ABA group is 
designed to cut through this difficulty 
by legislation. Practically, the effect of 
the proposed amendments might be to 
put the burden of proof on the Commis- 
sioner in almost all accumulated earn- 
ings tax cases. And many would contend 
that this is as it should be, since the tax 
is a penalty like the fraud penalty (in 
which the Commissioner always has the 
burden). 


General grounds 

In J. A. Dress Co., Inc., (32 TC No. 
9 on appeal CA-2), the statement filed 
by the taxpayer was that the grounds 





Corporate 


upon 
were: 


which the corporation relied 


“A. The welfare of the corporation 
would have been jeopardized by the dis- 
tribution of any part of its earnings. 

“B. The continued corporate exist- 
ence can be insured only by the full re- 
tention of all earnings.” 

The statement then went on to state 
facts as to the need to acquire the fee 
interest in a building. While not essen- 
tial to the determination of that case, 
the Tax Court commented that such 
broad grounds could apply to any cor- 
poration. Probably the statements de- 
scribed as “facts” could more properly 
have been labelled “grounds” for the 
retention of surplus. 

On its face, the ABA proposal seems 
to shift the burden to the Commis- 
sioner on the entire issue of reasonable- 
ness of the retention of earnings if the 
taxpayer submits any statement what- 
soever of any grounds. 

Query: What about a complete gener- 
ality of grounds such as quoted above 
from J. A. Dress Co., Inc., where in ef- 
fect the grounds stated are merely that 
the payment of a dividend would be 
adverse to the best interests of the cor- 
poration? The argument might be that 
by stating more specific grounds the 
Commissioner’s burden of proof would 
be limited to such grounds and he would 
not have the burden new 
grounds raised thereafter by the tax- 
payer. Would the phrase in the pro- 
posed legislation “notwithstanding the 


as to any 


fact the sufficiency of such statement is 
put in issue by any pleading” prevent 
the Tax Court from finding that the 
burden had not shifted? Perhaps the Tax 
Court would hold that a mere gener- 
ality did not constitute a statement of 
of the 
statute and so it was not a question 
of “sufficiency of such statement” and 
that the burden remained with the tax- 
payer. In another which 
“grounds” must be stated by the tax- 
payer, that of refund claims, meaning- 
less generalities are not accepted. 

On the other hand, if the ABA pro- 
posal specified the degree of particu- 
the 


grounds within the meaning 


area in 


statement of 
grounds, it might merely result in a 
situation similar to that which now ex- 
ists, except that instead of arguing as 


larity required in 


to the adequacy of facts stated, the argu- 
would be with respect to the 
fact of particularity in stating the 
grounds. However, in the absence of 
any such specificity in the proposed legis- 


ment 
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[Mr. Altman, who has written and lec- 
tured widely on the accumulated earn- 
ings tax, practices law in Chicago; Mr. 
Berger is associated with him.] 





lation, it would appear that there was 
left to the Tax Court the task of spell- 
ing out when the statement constituted 
a “statement of grounds” within the 
meaning of the proposed legislation and 
when by reason of its vagueness or com- 
plete generalization, it did not consti- 
tute a statement of grounds. 

Along the same vein, it may be won- 
dered legally insufficient 
ground would put the burden on the 
Commissioner. The proposal is that the 
burden shift notwithstanding a denial 
of the sufficiency of the grounds. But 
surely the Tax Court would not be so 
literal that a patently insufficient reason 
for accumulation would be effective. 

More significant than the question of 
whether a general statement is effec-- 
tive, is another ambiguity in the ABA 
proposal: Does a submission by the tax- 
payer of a single ground for retention 
of surplus throw the burden of proof 


whether a 


on the Commissioner as to all grounds? 
Present Section 534 that the 
statement effects a shift in the burden 
of proof only as to the grounds stated 
therein. The proposal seems equally 
clear that the burden is shifted as to 
all grounds, yet there is reason to be- 
lieve the ABA Committee did not in- 
tend to go that far. Apparently, the 
vice to be corrected is the practice of 


is clear 


the Commissioner of denying the ade- 
quacy of the grounds and the sufficiency 
of the facts. It would be wholly con- 
sonant with the need for change to 
hold that the taxpayer would still have 
the burden of proof as to grounds not 
included in the statement and raised 
later. 


Significance of burden 


The 
changes depends on how you evaluate 


significance of the proposed 
the trial importance of having shifted 
the burden of proof. Usually the party 
having this burden also has the burden 
of going forward with the evidence, al- 
though the trial judge has discretion 
to proceed otherwise. The Tax Court 
has in fact exercised this discretion by 
requiring the taxpayer, under present 
Section 534, to proceed with its evidence 
and making the determination of bur- 
den of proof later. If the Commissioner 
has to present his case first at trial, he 
may be in the uncomfortable position 
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of having to call the corporate officers 
as his witnesses, and to examine them 
directly rather than by cross-examina- 
tio a. 

It is difficult to evaluate how many 
cases are affected, in the ultimate re- 
sult, by the incidence of the burden of 
proof. The Tax Court probably gives 
some evidentiary weight to the bur- 
den. And if the Tax Court determines 
the result on the record as a whole, 
upon review it would be difficult for 
an appellate court to find reversible 
error solely on the burden of proof 
issue. 

The effect of the ABA group pro- 
posal on the administrative level is 
corollary to its effect at trial. One of 
the justifications for the burden of proof 
rule in Section 534 as explained in the 
Committee Reports to the Internal Rev- 
enue Code of 1954 was that Section 102 
deficiencies were often being used as a 
threat by the Internal Revenue Service 
to force taxpayers to settle other issues. 
The purpose of the change was that if 
the burden of proof was on the govern- 
ment, the taxpayer would not be under 
such improper pressure. The change was 
also to settlement 
against a small corporation to which the 
prospect of expensive litigation on the 
issue of reasonable needs would not be a 
very happy one, even if the taxpayer 


obviate pressure 


thought it had a strong case. In many 
cases it may not be realistic to suppose 
that shifting the burden of proof to the 
government would affect this considera- 
tion. No competent trial lawyer would 
want to go into court unprepared just 
because his opponent had the burden of 
proof. He would know, when weigh- 
ing settlement opportunities at the ad- 
ministrative level, that the expense of 
litigation would not be substantially 
lessened by the burden of 
proof rule. Ultimately, of course, if the 
ABA proposal succeeds in putting the 
burden of proof issue at rest, the tax- 
payer will have some definite additional 
leverage at every stage of the admin- 
istrative On the other 
hand, there is some indication that the 
more detailed statement of facts 


favorable 


proceedings. 


now 
required has enabled reviewers in the 
Service to eliminate a large percentage 
of the proposed penalty tax assessments. 

To summarize, Section 534 is unsatis- 
factory as presently enacted and inter- 
preted. The Tax Court’s treatment of 
cases to date leaves doubt whether even 
a quite detail statement of facts sub- 
mitted by the taxpayer accomplishes the 
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desired result of shifting the burden 
of proof. The ABA proposal seeks to go 
almost all the way towards putting the 
burden on the Commissioner in every 
case. To the extent it fails to take this 
final step, there will still be doubt and 
confusion to be hammered out by more 


Remedy of defects in 


litigation. But in any event, it would 
be a mistake for taxpayers to put too 
much faith on such a shadowy concept 
as burden of proof. Relying on such 
procedural advantages should never be 
a substitute for adequate preparation 
at every stage of the case. % 


Subchapter S 


asked by ABA Taxation Committee 


by ROBERT J. KALUPA 


Experience with the operation of Subchapter S has brought to light a number of 


inequities in the law as it now stands. Mr. Kalupa here examines the defects 


studied by one expert group whose proposals have, in the past, been frequently 


accepted by Congress when revising the tax laws. 


KF A YOUNGSTER just past its first 
birthday, Subchapter S may certainly 
lay claim to a senior statute’s share of 
praise, criticism, and analysis in various 
tax publications. Although the Subchap- 
ter is perhaps not quite as widely ap- 
plicable or appropriate as had been 
initially believed, 60,000 elections to use 
it have been made and it appears both 
beneficial and workable as a tax statute. 
Its dangers have been well broadcast, 
and are for the most part due to the 
inherently technical nature of a modern 
tax statute of such broad scope. 

The Partnership Committee! of the 
Section of Taxation of the American Bar 
Association has studied the difficulties re- 
ported by its practitioner members and 
offered a series of amendments to the 
law.2 Tax men everywhere will want to 
study these proposals for past experience 
has shown that American Bar Associa- 
tion tax command the attention 
and respect of Congress and the Treas- 
ury Department. It is to be hoped 
that Congress and the Treasury Depart- 
ment give favorable consideration to 
these legislative recommendations in the 
near future, while Subchapter §S is still 
in its infancy, before the possibility 
arises that inertia overcomes reason in 
this regard. 


men 


Repaying dividends 

The Committee proposes that a new 
be added to Section 1341 
(claim of right) allowing a taxpayer a 
deduction for repayments of at least 
$3,000 to a corporation which had paid 
him dividends under the erroneous be- 
lief that it was subject to Subchapter 


subsection 


S at the time of the dividend payments. 
The taxpayer would obtain relief for 
the subsequent refund or capital contri- 
bution in the manner now provided in 
Section 1341(a) upon repayment of in- 
come taxed as received under a claim 
of right. Present Section 1341 is based 
upon the mistaken right to income, and 
the proposed subsection would be based 
upon mistake as to corporate status un- 
der Subchapter S. 

The proposal would benefit both the 
corporation and the shareholder in the 
situation where current earnings were 
distributed under the belief that no 
corporate tax was applicable under Sub- 
chapter S. A subsequent determination 
that Subchapter S$ did not apply for the 
taxable year would result in corporate 
liability for tax. Tax men are now well 
aware of the precarious nature of Sub- 
chapter S status, and the ease with which 
it may be unintentionally terminated. 
Under the proposal, the subsequent re- 
payment of dividends by the share- 
holder would eliminate the individual 
tax only for the year of mistaken status, 
and would in the long run merely defer 
the double corporate-shareholder tax- 
ation of earnings. The balance of such 
repaid dividends remaining after cor- 
porate taxes are paid for the year of 
error would then become accumulated 
earnings which could never, under pres- 
ent law, later be withdrawn by the 
shareholder taxfree, even though a sub- 
sequent valid election were made by 
the corporation. 

The Committee proposal would cer- 
tainly relieve some of the tax man’s 
worry concerning the tenuous electing 
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(Mr. Kulupa practices law in Milwaukee 
as a member of the firm of Whyte, 
Hirschboeck, Minahan, Harding & Har- 
land.] 





status, particularly in corporations 
where shareholders are unrelated and 
sattered throughout the country. Under 
the proposal, shareholders, if apprised 
within six months after a determination 
had been made that Subchapter S did 
not apply for a year in which substan- 
tial dividends were received, could avoid 
serious tax troubles due to the mistake 
in corporate status. 


Spouses as one shareholder 


The Committee proposes addition of 
anew sentence to Section 1371(a) pro- 
viding that solely for purposes of Sec- 
tion 1371(a)(1), a husband and wife 
shall be counted as one shareholder. 

Although Subchapter S itself makes 
no attempt to define “shareholder” for 
the ten or less requirement on election, 
the Commissioner has undertaken in the 
Regulations to count co- 
owners of stock separately.2 The Com- 
missioner has gone a good deal farther 
in this regard than the general common 
law rules of ownership, particularly in 


proposed 


regard to community property and joint 
tenancy. Tenants in common, on the 
other hand, are generally regarded to 
hold several titles.4 The Committee ex- 
planation sets forth the well-taken ob- 
jection that the Regulations, if adopted, 
would effectively reduce the ten share- 
holder limitation to one of five share- 
holders in community-property states. 

Marital status for this proposal would 
probably be construed in a manner 
similar to provisions allowing parties to 
fle a joint return for the year of elec- 
tion. 

rhe proposal would continue to treat 
husband and wife as separate share- 
holders for all other purposes in Sub- 
chapter S, divi- 
dends, basis adjustments, consents, etc. 


such as constructive 


Distributions out of taxed income 


rhis Committee proposal would per- 
mit a corporation whose election has 
terminated to distribute taxpaid funds 
taxfree to shareholders or their succes- 
sors in interest. Under the proposal 
such distributions in a subsequent non- 
election year would precede in priority 
distributions out of current earnings 
for such year. 

Since present law provides that only 
an electing® corporation may distribute 


taxpaid funds without dividend conse- 
quence to shareholders, any termination 
of the election practically freezes such 
funds in the corporate earnings; on dis- 
tribution they would be subject to dou- 
ble taxation. The double taxation is 
not of the normal corporation-share- 
holder duo, but rather a double indi- 
vidual tax on the shareholder. Further- 
more, by virtue of the present definition 
of undistributed income,® subsequent 
election will not unfreeze these funds 
for taxfree distribution. This argument 
is certainly strong, and well within the 
spirit and intent of the law. However, 
Subchapter S in its entirety is a relief 
and privilege extended to certain corpo- 
rations, and Congress may, of course, 
limit such relief legislation as it sees fit.7 

The Committee proposal permitting 
a transferee of a shareholder to with- 
draw taxpaid funds without dividend 
consequence would indeed be beneficial 
particularly in the case of the estate of 
a deceased shareholder in a corporation 
which had built up a large fund of 
undistributed taxed income. In the case 
of a donee or purchaser, however, diffi- 
cult problems would arise, especially 
where some stock is retained by the 
seller or donor. The Treasury’s Pro- 
posed Regulations now would permit 
a shareholder who transfers all but one 
share of stock in an electing corporation 
to receive taxfree his entire share of 
undistributed income. The Committee 
proposal would allow the transferee also 
to withdraw those earnings, and would 
certainly have a great effect on the mar- 
ket value of such stock due to the trans- 
ferable right to receive tax-free income 
attributable to it. Although the proposal 
does not provide for an allocation of 
taxfree income in proportion to the 
number of shares transferred by a share- 
holder, this would be a logical necessity, 
since it would be absurd to permit a 
shareholder to transfer one share from 
his block and thereby divert all his 
taxfree expectancy to another. In fact, 
such diversion from a low-bracket share- 
holder to a_ high-bracket transferee 
would probably have to be controlled 
in any legislation adopting the Com- 
mittee proposals. 

The Committee would also delete Sec- 
tion 1375(d)(2)(B)(i) which presently re- 
duces a shareholder’s net share of the 
corporation’s undistributed income by 
the shareholder’s deducted portion of 
corporate losses. This proposal is well 
taken, since that subparagraph presently 
reduces the amount that may be dis- 
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Final Subch. S Regs. Soon 


THE INTERNAL REVENUE SERVICE has 
stated informally that the final reg- 
ulations on Subchapter S are not 
to be expected much before Octo- 
ber. The proposed regulations were 
roundly criticized as going outside 
the scope of the statute in several 
instances and tax men for the 
60,000 corporations that have made 
the election are eagerly awaiting 
the final rules to see whether the 
Treasury is standing by its original 
positions. These proposed regula- 
tions were analyzed in this Journal 
in May (10 JTAX 268) by Paul F. 
Mickey and Robert D. Wallick. 
They will report here on the final 
Regulations when issued. 











tributed taxfree to a shareholder out 
of undistributed income taxed to him in 
prior years by corporate losses included 
in his return. This effect is harsh. The 
shareholder paid tax on the income, yet 
before amount can be received 
taxfree by him, present law reduces it 
by corporate losses includible in his 
return. Even though the shareholder 
has the benefit of carrybacks and carry- 
forwards on losses of an electing cor- 
poration, present law denies him the 
benefit the corporation would have had 
in spending or distributing earnings on 
which it has paid tax. 


this 


Full loss carryforward 


The Committee proposes to add a 
Section 1374(c)(2) 
which would allow a shareholder (or 
his estate) to carry forward any excess 
of his share of an electing corporation’s 
loss over the sum of his bases for stock 
and indebtedness. An addition to Sec- 
tion 1376(b) would further provide for 


new provision to 


1It is interesting enough to note that this Com- 
mittee, rather than that dealing with corporate 
stockholder relationships, has included Subchap- 
ter S within its domain. 

2 The Partnership Committee report is set forth 
in the 1959 Program and Committee Reports 
pamphlet of the Section of Taxation, American 
Bar Association, at page 79. Subchapter S consid- 
erations begin at page 85. The Subchapter S pro- 
posals were prepared under the Committee Chair- 
manship of Joseph P. Driscoll. The recommenda- 
tions adopted by the Committee have not been 
submitted to the Taxation Section and conse- 
quently represented the view of the Committee 
only. The presentation of the recommendations 
is being deferred until the 1960 meeting of the 
Section to permit further study. 

% Prop. Regs. Sec. 1.1371-1(d). 

414 Am. Jur. Cotenancy, Sec. 17. 

5 Sec. 1875 (d) (1). 
®Sec. 1875(d) (2). 
1.1375-4(d). 

™The requirement in Sec. 1375(d) (1) that only 
an electing corporation may distribute tax paid 
funds tax free to shareholders was not uninten- 
tional or a draftsman’s mistake. See Senate Fi- 
nance Committee Report No. 1983 on Title I, H.R. 
8381, 18 U. S. Cong. News 1958, p. 7019. 


See also Prop. Regs. Sec. 
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reduction in basis of stock and indebt- 
edness for such carryover loss deduction 
in the same manner as presently pro- 
vided in Section 1376(b)(1) and (2). 

Although an electing corporation’s 
net operating loss may be deducted and 
carried back and forward by sharehold- 
ers,8 present law limits a shareholder's 
portion of such loss to the sum of his 
stock and indebtedness bases.® It appears 
that the only manner in which a share- 
holder may fully benefit from his por- 
tion of an operating loss is for him to 
insure that the sum of such bases equals 
or exceeds his expected portion of the 
loss. Since the loss limitation of Section 
1374(c)(2) is computed as of the end 
of the taxable year of the corporation, 
the shareholder may lend additional 
amounts to the corporation before its 
loss year ends, thus obtaining additional 
basis against which to fully offset such 
loss. However, if a shareholder is in no 
position to make a bona fide loan at the 
proper time, the excess of his share of 
the loss over the sum of his stock and 
debt bases is lost forever. 

The Committee proposal would adopt 
the partnership approach set forth in 
Section 704(d) by allowing subsequent 
deduction of the excess of loss over the 
basis at that time against any future in- 
crease in basis of debt or stock. This 
carryover, of course, is not dependent 
upon whether the corporate loss pro- 
duces an individual loss to the share- 
holder or not. As there is no ceiling on 
the amount of corporate gain the share- 
holders must pay tax on, there should be 
no floor on the amount of loss deduction 
absorbed in his returns, as long as the 
shareholder has, or later makes, an in- 
vestment in the corporation to cover 
such loss. 


Stockholder indebtedness 


The Committee proposes to delete 
present Section 1376(a) which increases 
the basis of the shareholder’s stock for 
the amount of corporate income he re- 
ports and pays tax on. The Committee 
would substitute therefor a provision al- 
lowing an increase first in the basis of 
indebtedness owing to the shareholder 
by the corporation, and then an in- 


* Carrybacks attributable to Subchapter S losses 
are presently limited by Sec. 1374(d) (2). 

® Sec. 1374(c) (2). 

10 See 10 JTAX 19 (Jan. 1959). 

Sec. 1372(a) exempts electing corporations 
from all taxes imposed by Chapter 1 of the In- 
ternal Revenue Code. 

2 Regs. Section 1.61-6 (a) provide that only 
gain realized on sales is included in gross in- 
come, whereas Prop. Regs. Section 1.1372-4(b) 
(5) (ii) includes as gross receipts all sales 
proceeds unreduced by cost. 
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crease in his stock basis. Section 1376(b) 
now provides that losses of an electing 
corporation reduce first the shareholder's 
stock basis, and then his basis for cor- 
porate indebtedness, whereas 
Section 1376(a) provides that only the 
stock basis is increased by corporate in- 
come includible in the shareholder's re- 
turn. 

In the type of corporation most likely 
to take advantage of Subchapter §, it is 
probable that stock basis will be lower 
than shareholder loans to the corpora- 
tion during periods of business adversity 
(despite possible thin incorporation at- 
tack). Thus stock basis may be quickly 
exhausted by corporate losses, which 
losses would then reduce the basis of 
shareholder loans. Later, just when the 
corporation gets onto its financial feet 
and is able (or is required by terms of 
to repay, the 
holder whose stock basis may be fully 
restored, or even increased by the cur- 
rent earnings on which he is paying tax, 
would be hit with tax on the repayment 
because his basis for the loans he has 
made to the corporation has been per- 


prese nt 


the borrowing) share- 


manently reduced. A corporate repay- 
ment in excess of his remaining basis 
would bring tax to him, though prob- 
ably at capital gains rates under Section 
1232. Although in the long run, the 
shareholder receives the benefit of all 
upward basis adjustments to his stock 
due to corporate earnings taxed to him, 
it would appear that present law may 
impair an electing corporation’s ability 
to secure necessary financing from one 
of the most likely sources—the share- 
holders themselves—because of this pos- 
sibility of tax on repayment of their 
loans. 

The Committee proposal would ef- 
fectively provide consistent basis treat- 
ment to stock and indebtedness. 


Personal holding companies 


The Committee proposes the repeal 
of Section 1372(e)(5), which presently 
denies electing status to a corporation 
receiving more than 20% of its gross 
receipts in the form of investment in- 
come. This Committee proposal would 
also exclude an electing corporation 
from the definition of a personal hold- 
ing company under Section 542(c). Thus 
under these proposals a company with 
investment income could elect Subchap- 
ter S and have its income taxed to its 
shareholders. It would be exempt from 
personal holding company tax as such. 
This proposed treatment accords with 





Senate Finance Committee makes 
Subchapter S changes 


Tue SENATE Finance Committee has 
added to its bill dealing with exemp- 
tions several provisions amending Sub- 
chapter S. The approval of the Com- 
mittee makes it highly probable that 
the changes will be made by Congress. 
They would (1) treat stock which is 
community property or jointly owned 
by husband and wife as being owned 
by one shareholder; (2) allow a share- 
holder his full share of any net op- 
erating loss even though he dies be- 
fore the end of the corporation's year, 
and (3) exclude electing corporations 
from affiliated groups allowed to file 
consolidated returns. 











the underlying policy of Congress to tax 
income of holding companies to the 
stockholders. It is only logical that, if 
the stockholders wish to, they should be 
permitted to elect to do just that under 
Subchapter S and when they do it there 
is no need to bring them into the hold- 
ing company system designed to force 
distributions. 

Deductions for contributions to em- 
ployees’ trusts would, however, be denied 
if an electing corporation received the 
type of income presently described at 
Section 1372(e)(5). The Committee felt 
that while the amounts which could be 
set aside in such a plan are small, these 
benefits are not available in the case of 
individuals. Accordingly, under the pro- 
posed amendment the benefits of a de- 
duction for contributions to a pension 
or profit sharing plan would be denied 
in the case of an electing small business 
corporation receiving 20%, or more of its 
gross receipts from the specified invest- 
ment sources. 

The Committee report aptly points 
out that Section 1372(e)(5) is quite dif- 
ferent from the personal holding com- 
pany income tests of Sections 542 and 
543. The differences are 
fact, that the “Personal Holding Com- 
pany Income” title of this Subchapter $ 
it now 


so great, in 


subsection is a misnomer. As 
stands, Section 1372(e)(5) appears to be 
designed to prevent Subchapter S treat- 
ment for companies having far less in- 
vestment income than would bring them 
into tax under Section 542.19 However, 


due to the difference between “gross re- 
ceipts” (Subchapter $) and “gross in- 
come.” (Section 542) present law in fact 
allows some personal holding companies 
to elect Subchapter S$ treatment. Elec- 
tions by personal holding companies 
may not be rare, since an election e€x- 








clude 
sonal! 
Secti 
ing C 
be a 
elect 
tion 
the « 
threa 
sonal 
itself 
posit 
proce 
543 
ceipt 
Secti 
Th 
the ¢ 





Cons 
owne 
payer 
tion ' 
housi 
after 
payer 
tion t 
gains. 
porat 
ordin 
the « 
availe 
sale o 
sidere 
long-t 
a pos 
in on 
applic 
conte: 
exist 
for tl 
The « 
findin 
to hay 
more, 
the c 
held 
the ti 
by th 
Appli 
that t 
sale w 
One 
1% 
stock 
that | 
were 1 
not oy 
the ou 











ed 


TO 

de- 
ion 
ied 


1€8S 


now 
) be 
réat- 
, in- 
hem 
ver, 
§ Tre- 

in- 
fact 
ynies 
Elec- 


nies 


h Cx- 











dudes the corporation from the _per- 
sonal holding company tax imposed by 


Section 541.”11 In fact, if personal hold- 
ing company status is anticipated, it may 
be advantageous to file a Subchapter 5 
election for such year, since such elec- 
tion could easily be terminated toward 
the end of the year if the Section 541 
threat is removed. An otherwise per- 
sonal holding company may even assist 
itself into Subchapter S status by dis- 
posing of a Section 1231 asset since such 
proceeds would not constitute Section 
543 income, but would be “gross re- 
ceipts” for purposes of the 20°, rule of 
Section 1372(e)(5).1* 

The Committee proposes deletion of 
the exception in Section 1371(a) which 





Construction corporation collapsible; 
owner of 712% of stock affected. Tax- 
payers were shareholders in a corpora- 
tion which erected FHA-financed rental 
housing projects. About four months 
after the projects were completed, tax- 
payers sold their stock in the corpora- 
tion to outsiders and realized substantial 
gains. The Tax Court finds that the cor- 
poration was collapsible and the gain is 
ordinary income. Taxpayers argued that 
the corporation was not formed or 
availed of with the statutory view to a 
sale of the stock but that they had con- 
sidered their stock investment to be 
long-term until a sale was prompted by 
a post-construction discovery of a defect 
in one of the buildings. They cite the 
applicable Regulations to support their 
contention that the view to a sale must 
exist at some time during construction 
for the corporation to be collapsible. 
The court disposes of this argument by 
finding that the defect was too minor 
to have caused taxpayers to sell. Further- 
more, notwithstanding the Regulations, 
the court states that prior cases have 
held that the view need exist only at 
the time the corporation is availed of 
by the shareholders for personal gains. 
Applied to these facts, the court finds 
that the view was present when the stock 
sale was made. 

One of the taxpayers here owned only 
74% of the value of the outstanding 
stock in the corporation. She argued 
that the collapsible corporation rules 
were not applicable to her since she did 
not own more than 10% 
the outstanding stock, and that the stock 


of the value of 


New corporate decisions this month 





presently prohibits an affiliated corpora- 
tior from electing. The effect of present 
law is to permit a corporation to elect, 
obtain 80% ownership of a subsidiary, 
and then retain a valid electing status; 
whereas a corporation already controll- 
ing such a subsidiary is initially barred 
from electing. As the Committee ex- 
planation points out, little justification 
for the distinction exists, and the result 
of the proposal would be to permit such 
parent corporation to elect, irrespective 
of the time the subsidiary was acquired. 
The main reason for the affliated corpo- 
ration rules is the privilege of consoli- 
dated returns, and, under the proposal, 
an electing parent would remain barred 
from such provisions. w 


constructively owned by her husband, as 
a partner of actual owners, could not 
be attributed to her because double at- 
tribution of constructively owned shares 
is not permitted. The court finds that 
the Code provisions applicable to col- 
lapsible corporations permit double at- 
tribution. Jacobson, 32 TC No. 77. 

Two rental housing corporations found 
collapsible. Preliminary to construction 
on land owned by him, taxpayer made 
certain improvements including curbs, 
gutters, sewers, etc. He then formed two 
corporations which had taxpayer’s con- 
struction firm erect rental housing pro- 
jects. FHA-insured mortgages exceeded 
construction costs by about $330,000. 
Taxpayer’s stock in each of the corpora- 
tions was redeemed a few months after 
completion of ‘construction, at a time 
when the corporations had already real- 
ized some rental income. Taxpayer re- 
ceived about $216,000 in excess of the 
basis of his stock. Following its recent 
decisions in Bryan (32 TC 10) and 
Weaver (32 TC 40) the Tax Court rules 
that the two corporations are collapsible 
and the taxpayer realizes ordinary in- 
come upon the redemption. The court 
finds that both corporations were formed 
for the construction of properties with 
a view to a redemption of taxpayer's 
stock before the corporations were to 
realize substantial income from the prop- 
erties. Taxpayer argued that more than 
30% of his gain was paid out of rentals 
and therefore since less than 70% of the 
gain was attributable to 
property, the corporations were not col- 
lapsible. The court finds that the tax- 


constructed 
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payer had not established that the dis- 
tribution was not made out of the excess 
of the FHA mortgage over construction 
costs. However, even if the distribution 
were out of rentals, under the Weaver 
decision, it would still be attributable to 
constructed property. The court was un- 
moved by taxpayer’s argument that part 
of the gain was attributable to the land 
improvements since taxpayer, and not 
the corporations, had paid for them. 
Spangler, 32 TC No. 67. 


*Losses may be carried over through 
merger (Old Law). Taxpayer was incor- 
porated in 1926 to manufacture farm 
implements, wagons and _ trailers. In 
1946, the same interests set up another 
corporation to sell taxpayer’s products. 
In 1948 an additional factory was built 
by taxpayer and leased to an unrelated 
company which became bankrupt in 
1949. At that time, the sales company 
took over the lease, and itself engaged 
in manufacturing until 1951, when it 
carried out a statutory merger with tax- 
payer, the surviving corporation. While 
the selling company was operating the 
factory, taxpayer did no manufacturing 
of its own. The court notes that the 
parties delayed submission of the case 
until the Supreme Court decision in Lib- 
son (353 US 382) and now each side 
claims the decision justifies its position. 
The court finds nothing in Libson to 
overrule the earlier cases, Metropolitan 
Edison (306 US 522) and others, holding 
that the surviving corporation in a stat- 
utory merger continues the existence of 
the constituent corporations and may 
While Libson, it 
says, indicates that this legalistic test is 


use their carryover. 


not the sole one, in a case like this, 
where the merged corporations had car- 
ried on what was in fact really one 
business, and where the carryover would 
have been available had there been no 
merger, and where tax avoidance was 
no motive for the merger, then simple 
justice requires that the carryover be 
allowed. Hutchens Metal Products, Inc., 
DC Mo., 6/30/59. 


Shifts of control were part of reorganiza- 
tion; basis increased [Acquiescence}. 
Taxpayer argued that the transaction in 
which it acquired its assets was not a 
tax-free’’feorganization and, therefore, 
it had a basis for them equal to fair 
market value at reteipt, not the lower 
basis of its predecessér. It claimed that 
the step transactions to’ be“ corisidered 
part of the reorganization should begin 
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with the acquisition of 75% of the pre- 
decessor’s shares by new stockholders. 
If this acquisition is treated as the first 
step in the reorganization, control was 
not maintained and the exchanges are 
taxable. The court previously held (28 
TC 533) that the taxpayer failed to 
prove that the capital changes were con- 
templated at that time. Later upon re- 
hearing and the presentation of addi- 
tional evidence, it concluded that all the 
changes were merely steps in one plan 
and the reorganization began with the 
acquisition of the predecessor’s stock by 
the new corporate stockholder and in- 
cluded as its final step the transfer by 
that stockholder of its share in taxpayer 
to a voting trust and the distribution of 
the voting trust certificates to its own 
stockholders, thus shifting control from 
itself to its stockholders. Southwell 
Combing Co., 30 TC 487, acq. IRB 1959- 
30. 


Buy-out dividend to remaining 
stockholders. Taxpayers here are four of 
the five beneficiaries of a spendthrift 
trust, the sole asset of which was all the 
shares of a corporation. About three 
years before the termination of the trust, 


was 


taxpayers agreed to buy the fifth bene- 
ficiary’s interest for $45,000. After pay- 
ing $25,000 at the time of the agree- 
ment, taxpayers assigned the agreement 
to the corporation which reimbursed 
their $25,000 payment, 
paid the balance of $20,000 to the sell- 
ing beneficiary and acquired his stock. 
The Tax Court finds that taxpayers re- 
ceived dividends of $45,000. Since the 
corporation was not legally obligated 
under the purchase agreement, its re- 
imbursement to taxpayers was a divi- 
dend. As to the $20,000 payment, tax- 
payers had made the alternative argu- 
ment that since the agreement provided 
merely for forfeiture of the $25,000 if 
they failed to complete the purchase, 
they had a mere purchase option but 
no obligation. The court finds that tax- 
payers’ intention here was to bind them- 
selves to purchase the stock and the cor- 
poration relieved them of it. The court 
relies on Wall (164 F2d 462) and Zipp 
(259 F.2d 119). Schalk Chemical Co., 32 
TC No. 76. 


taxpayers for 


Transfer of mortgaged property to con- 
trolled corporation was sale; gain is tax- 
able. Taxpayer was a 50% stockholder 
of a corporation which owned all of the 
stock of a financially distressed insur- 
ance company. He also owned mort- 
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gaged real estate worth about three 
times its basis. He obtained new mort- 
gage in excess of the basis of the prop- 
erty, paid off the old mortgages and per- 
sonally retained about $40,000. He then 
transferred the property to his corpora- 
tion, subject to the new mortgage, for a 
consideration of $100 never paid. The 
corporation in turn transferred it to the 
insurance company, also subject to the 
mortgage. Taxpayer contends that he 
merely made a capital contribution 
which did not result in gain or loss. 
It appears that the other stockholder 
also transferred property to the insur- 
ance company. Both sold out within the 
next year. The Tax Court finds that tax- 
payer in fact sold the property to his 
corporation at a price equal to the out- 
standing mortgage and must thus report 
a gain equal to the difference between 
his basis and the amount of the mort- 
gage. The fact that the value of the 
property at the time of the transfer ex- 
ceeded the mortgage and that one of 
taxpayer’s motives was to render finan- 
cial assistance to the insurance company 
does not alter the result. If taxpayer 
really intended merely a capital contri- 
bution, says the court, he would have 
transferred the property before refinanc- 
ing it. Simon, 32 TC No. 81. 


Loss based on purchases from controlled 
corporation allowed; Tax Court reversed. 
Taxpayer caused a corporation, of which 
he became the sole stockholder, to be 
organized for manufacturing purposes. 
After the formation of the corporation, 
he entered into an agreement with the 
corporation whereby the corporation 
agreed in writing to sell its output ex- 
clusively to him at 107% of manufactur- 
ing cost. He made sales of about $7,000 
but cost of purchases from the corpora- 
tion was about $29,000. Taxpayer 
claimed the $22,000 loss on the sale of 
the products which he had purchased 
from the corporation, but the Tax Court 
held tuxpayer failed to establish proper 
proof of alleged purchase costs of $29,- 
000, and disallowed the claimed loss. 
This court reverses. The Tax Court 
arbitrarily disregarded unchallenged and 
competent evidence. The deduction was 
supported by the books, and there was 
no evidence that they were not correct, 
or that taxpayer was guilty of bad faith. 
Gordon, CA-3, 6/29/59. 


Use of excess mortgage funds to redeem 
preferred renders corporation collaps- 
ible. Taxpayers formed six corporations 


with redeemable preferred stock to cop. 
struct rental properties. They deeded 
land costing $70,000 in exchange for the 
entire issue of redeemable preferred of 
each corporation. The cost of construc. 
tion turned out to be less than the FHA 
mortgage loan proceeds, and the exces 
proceeds were used to redeem the pre. 
ferred. The Tax Court noted that thee 
corporations were similar to others jt 
had found collapsible and that ta 
payers’ arguments were directed mainly 
tc trying to show distinctions. The Tax 
Court found the corporations had been 
formed, or in any event availed of, with 
the requisite collapsible intent. Gains 
en the redemptions are attributable to 
the construction and are held taxable a 
ordinary income. Taxpayers also argued 
that a substantial part of the net income 
to be derived from the rental operations 
was received prior to the year of redemp 
tion, relying on the fact that subsequent 
years showed net losses. The Tax Court 
disagreed on the ground that the test 
period used, the first seven years of 
operations, in which interest payments 
were high, did not provide a fair sampl- 
ing of anticipated corporate net income. 
This court affirms. The redeemable pre. 
ferred stock was designed to enable the 
stockholders to recoup their land cost. 
Even though it was not then known 
whether or not the payment would be 
greater than the land cost, the corpo 
rations were availed of with a view 
toward making a distribution to the 
shareholders of a substantial part of the 
gain from the property. Payne, CA4, 
6/29/59. 


Family trust doesn’t come within family 
exemption from attribution in stock 
redemption. Code section 302 in describ- 
ing redemptions not taxed as dividends 
requires application of constructive 
ownership rules. However the family at- 
tributions rules are not to be applied 
in the case of a redemption which isa 
complete termination. The IRS now 
rules that attribution of stock held by 
a family trust must be made because it 
comes within the section dealing with 
trusts (for which no exemption is pro- 
vided) not under the rules applicable to 
ownership by members of the family of 
the holder of the stock being redeemed. 
Rev. Rul. 59-233. 


*Medical clinic held to be association 
taxable as a corporation. Reaching the 
same result as Tenth Circuit's decision 
in Kintner, a district court has found, 
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for the taxpayer, that a clinic of doctors 
was an association taxable as a corpora- 
tion. The clinic had a Board of Direc- 
tors who provided centralized manage- 
ment. Memberships in the association 
were transferable, but the association 
had a first option. In general, corporate 
forms of conducting business were fol- 
lowed. Therefore the court concludes 
its income is not taxable to the asso- 
ciated [The IRS announced 
over a year ago that it would issue regu- 
lations clarifying the association status 
of medical groups. An important tax 
advantage of such an association is the 
ability to establish qualified pension 
plans.—Ed.] Galt, DC Tex., 7/27/59. 


doctors. 


Basis of assets upon liquidation of nat- 
ural gas company determined. The basis 
of taxpayer's share in the undivided gas 
and oil reserves, in the tangible assets, 
and the underlying mineral interests re- 
ceived upon liquidation of a corporation 
developing and prospecting for natural 
gas is fair market value, which the court 
finds was not in excess of $37,700. This 
results in a long term capital loss to 
taxpayer of some $43,000. Taxpayer had 


contended for a higher fair market 
value in order to get a higher allowance 
in the future for depreciation. Thus the 
taxpayer was in the unusual position of 
arguing for a high value of assets re- 
ceived in liquidation and a lower loss. 
The reason is that the loss is long term 
and capital and taxpayer is limited in 
any event to a deduction of $1,000 in 
each of the taxable years. The court also 
finds that of the $37,700 in property re- 
ceived on the liquidation, no more than 
$30,500 represents the total value of 
depletable and depreciable property. 
Depletion is allowed on a unit recovery 
basis and depreciation on the basis of a 
10-year useful life instead of the esti- 
mated 15-year period of production. 
Edwards, TCM 1959-154. 


Redemption of preferred essentially 
equivalent to a dividend. A closely held 
corporation owned by three families re- 
deemed all of its preferred by distribut- 
ing in exchange therefore stock of an- 
other corporation which had _ been 
originally contributed by the _ three 
families. The redemption is held to be 
essentially equivalent to a dividend since 
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the proportionate interests of each of 
the three families were not changed sub- 
stantially. The distribution of the stock 
in redemption of the preferred results in 
no gain or loss to the corporation. Rev. 
Rul. 59-258. 


Changing plan of complete liquidation 
to partial won’t make distributions divi- 
dends. The management of a publicly 
held corporation sold all its assets and 
adopted a plan of complete liquidation. 
It characterized the first distribution as 
a liquidating dividend. After the initial 
distribution a new board of directors 
was elected and it voted not to liquidate 
completely. It modified the plan to pro- 
vide for partial liquidation instead. Un- 
der the modified plan 1/30th of the for- 
mer capital was retained to be used in 
the purchase of a new business. The ini- 
tial distribution as well as those distri- 
butions made pursuant to the modified 
plan are held to qualify as distributions 
in partial liquidation. For the purpose 
of determining whether the distribu- 
tions are essentially equivalent to a divi- 
dend the original plan to liquidate com- 
pletely is irrelevant. Rev. Rul. 59-240. 
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IRS disallowing interest in minimum 


deposit plans; Tax Court case pending 


by STANLEY C. SIMON 


The Treasury attack on interest paid under minimum deposit insurance plans is not, 


Mr. Simon thinks, soundly based; he sees a likelihood that the interest may prove to 


be deductible. In this article he analyses the recent cases in which interest on annuity 


plans and on huge purchases of Government securities were disallowed as unreal and 


shows that they differ factually from bank-loan and minimum-deposit insurance plans. 


oe PLANS and_ bank- 
financed life insurance are very 
similar. In each case the insured has to 
pay a relatively small amount of money, 
because each year he borrows the full cash 
surrender value of the policy. Thus, he is 
out of pocket only the excess of the pre- 
mium over the increase in cash surrender 
value, plus, of course, interest. The two 
plans differ mainly in the source of the 
loan. In bank-financed insurance, the 
policy is pledged at a bank to secure the 
loan, and the premiums are paid to the 
insurance Minimum-deposit 
insurance works in exactly the same way, 
except that, instead of borrowing from 


company. 


a bank, the insured borrows from the in- 
surance company. If the policy guarantees 
a loan rate substantially lower than the 
going bank rate, this plan is more eco- 
nomical than the bank-financed plan. 
However, I fear that it is more dangerous 
from the tax standpoint. 

When these plans were first introduced, 
they connection with 
straight life policies. Lately, however, 
policies have been designed specifically 
to give high cash values in the early years. 
Thus, a larger percentage of the early 
premiums can be borrowed. In addition, 
some companies have designed policies in 
which the death benefit is an amount 
equal to the nominal face amount of the 
policy, say $100,000, plus the cash surren- 
der value. Thus, at maturity, after deduct- 
ing the loan, which never will be greater 
than the cash surrender value, the full 
$100,000 face amount will be payable to 
the beneficiaries. Some companies ac- 
complish this by means of paid-up insur- 


were used in 


ance for the cash surrender value; others 
build in term insurance to cover this 
amount. It also should be noted that 
some of these plans are being written on 
the basis of short premium-paying 
periods, for example, ten-pay life. 

Some companies have a plan whereby, 
instead of just paying the premiums one 
at a time, the insured puts up the money 
for four premiums when he takes out the 
policy. Three of them, of course, are dis- 
counted for one, two, and three years, re- 
spectively, so that the insured pays sub- 
stantially less than the normal premium. 
At the end of each year thereafter, the 
insured pays one tmore premium, dis- 
counted for three years. This offers an 
additional economy, but, I believe it is 
more dangerous tax-wise. 

The reason why some of these plans 
are dangerous as tax saving devices lies in 
some recent cases in which deductions for 
interest were litigated. Some cases con- 
cerned purchases of Government bonds; 
others dealt with interest on loans to 
prepay annuity premiums. The 1954 
Code specifically disallows interest on 
indebtedness to purchase or carry a 
single-premium life insurance, endow- 
ment, or annuity contract. Prior to 1954 
there was no such restriction on interest 
on loans to prepay annuity premiums, 
(there was on life insurance loans), the 
cases we are concerned with here deal 
with pre-1954 annuities. 


Annuity case 


The first case that I want to discuss is 
Bond, which was decided by the Court of 
Appeals for the Fifth Circuit on July 18, 


1958. In 1952 Mr. Bond purchased for 
$100,100 a single premium, thirty-year 
maturity, annuity savings bond with a 
stated guaranteed cash value at maturity 
of $210,000. Mr. Bond put up $100 in 
cash and borrowed $100,000 from the in- 
surance company on a note which speci- 
fied that the sole collateral for the note 
would be the annuity, and that there was 
no personal liability on Mr. Bond. In a 
two-to-one opinion, the Fifth Circuit held 
that these were two separate contracts, 
that the note was a bona fide indebted- 
ness, and the interest was deductible. 
Thus, Mr. Bond got a current deduction 
for the interest he paid, with the hope 
that shortly before maturity he could sell 
the annuity and get capital gains treat- 
ment. Furthermore, even if he should be 
unable to get capital gains treatment of 
the annuity at maturity, in all probabil- 
ity he would be in a lower tax bracket at 
that time, so that he would have the bene- 
fit of a swing in rates. Lastly, if he should 
die before maturity, the stepped-up basis 
for the bond would reduce the gain; and 
the note would be deductible for estate 
tax purposes. 


Treasury bond cases 


At this point everything looked rosy 
for bank-financed and minimum-deposit 
life insurance. Then about five or six 
weeks later, that is, on August 28, 1958, 
the Goodstein case was decided by the 
Tax Court (30 TC 1178). The Goodstein 
case does not look very much like the 
Bond case, except that each of them in- 
volves the deductibility of interest. Mr. 
Goodstein bought $10,000,000 worth of 
Treasury bonds from a broker by the 
name of Livingstone by means of putting 
up $15,000 in cash and borrowing the dif- 
ference from the Seaboard Investment 
Corporation, a company controlled by 
Mr. Livingstone. Livingstone bought the 
bonds from another broker, Devine. Mr. 
Goodstein pledged these bonds to Sea- 
board under an agreement which pro- 
vided, among other things, that Seaboard 
could borrow the collateral to fulfill any 
obligations that it might have in the way 
of short sales. Seaboard had sold $10,000- 
000 worth of these bonds short, and Sea- 
board borrowed these bonds and deliv- 
ered them to Livingstone to fulfill its 
short Livingstone turned them 
back to Devine. All of these transactions 
occurred on the same day. Mr. Goodstein 
made payments of interest to Seaboard 
later he directed Seaboard to sell the 
bonds for his account and to close out the 
loan. The Tax Court found as a matter 


sale. 
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of fact that Mr. Goodstein did not have 
any intention of entering into the trans- 
tion with the hope of making a profit 
apart from tax consequences. They fur- 


ther found that these bonds never 
existed, that it was a mere paper trans- 
action, that apart from tax consequences 
Mr. Goodstein could not have made an 
economic profit (that is, from an eco- 
nomic standpoint he had to lose money, 
since the interest rate on the Treasury 
bonds was lower than the interest rate 
on his loan) but what he was hoping to 
do was to get a capital gain on the sale 
of the bonds, and thus take advantage of 
the swing in rates. To summarize, the 
Tax Court found that there were no real 
bonds, there was no real indebtedness, 
there was no real interest, and the 
amounts that purported to be interest 
were in fact paid as a fee for camouflage. 
The interest deduction was denied. 

On September 26, 1958, the Tax Court 
decided the Sonnabend case (TCM 1958- 
178). The main difference between the 
Sonnabend case and the Goodstein case 
was that Mr. Sonnabend bought $11,000,- 
000 worth of Treasury bonds with $16,500 
down. Otherwise, the facts and results 
were identical. 

On May 21, 1959, the Goodsiein and 
Sonnabend cases were affirmed by the 
Court of Appeals for the First Circuit. 
The First Circuit’s opinion in the Good- 
stein case, contrary to that of the Tax 
Court, implies that the $15,000 down pay- 
ment might be deductible as a loss in the 
taxable year in which the transaction was 
closed. 

The Fox case (TCM 1958-205) was de- 
cided by the Tax Court on December 9, 
1958; it differed from the Goodstein and 
Sonnabend cases in two respects. First, 
instead of using Treasury bonds, Mr. Fox 
bought $1,500,000 worth of Appalachian 
Electric Power bonds. Secondly, Mr. Fox 
made an economic profit on the trans- 
action. That is, he got more dollars in 
than he paid out, even without regard to 
tax consequences. The Tax Court, how- 
ever, followed its holding in the Good- 
stein case, said that because there was no 
personal liability involved, Mr. Fox took 
no risk of economic loss and, therefore, 
this was not a transaction entered into 
for profit, and disallowed the interest de- 
duction. 

The only way to reconcile the fact that 
Mr. Fox actually made an economic profit 
on the transaction with the Tax Court’s 
holding this was not a transaction entered 
into for profit, is to take the position that 
the profit was a mere coincidence, that 





Mr. Fox did not enter into the trans- 
action with the hope of making a profit 
apart from tax consequences. I personally 
think the reason the Tax Court ruled as 
it did in the Fox case is that this case 
was decided just after the Goodstein and 
Sonnabend cases, it looked a great deal 
like them, and the Tax Court automati- 
cally applied the same rule. If these cases 
had not been decided shortly before, I 
think Mr. Fox probably would have won 
his case. He just happened to be there at 
the wrong time. Furthermore, the fact 
that he also had Treasury bond trans- 
actions similar to those in the other two 
cases did not help him to prove the real- 
ity of this utility bond transaction. 


Other economic profits cases 


Mr. Emmons also happened to be there 
at the wrong time. His case was decided 
by the Tax Court on October 10, 1958, 
(31 TC 26). That is, after the decisions in 
the Goodstein and Sonnabend cases and 
before the decision in the Fox case. On 
December 20, 1951, Mr. Emmons bought 
an annuity requiring 41 annual pre- 
miums of $2,500 each. He borrowed 
$59,000 from a bank, pledging the an- 
nuity as collateral, and paid all the future 
premiums to the insurance company at a 
discount. On December 27 he borrowed 
$68,000 from the insurance company and 
paid off the bank. Mr. Emmons made 
payments of interest to the insurance 
company on December 24 and December 
$1. The Tax Court held that the taxpay- 
er’s activities had no business, annuity, 
or borrowing purpose, and that they were 
a mere device which put on the form of a 
loan as a disguise for the sole object of 
getting a tax deduction — at an economic 
loss. Therefore, they were not bona fide 
borrowings. In reliance upon the Good- 
stein case, the Tax Court disallowed the 
interest deduction. It noted the Fifth Cir- 
cuit’s decision in the Bond case, but re- 
fused to follow it. 

The Weller case (31 TC 33), which was 
decided by the Tax Court on the same 
day as the Emmons case, involved sub- 
stantially identical facts; the only differ- 
ence was the amount of money involved. 
The Williams case (TCM 1959-104) was 
decided by the Tax Court on March 9, 
1959. Except for the amounts of money 
involved, the facts were identical to those 
in the Emmons and Weller cases; and the 
holding was the same. That is, that it was 
not a real transaction. 

The Tax Court is not the only court 
which is deciding pre-1954 annuity cases 
this way. On February 17, 1959, the Dis- 
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[Mr. Simon, a certified public account- 
ant in the states of Texas and Tennessee, 
is a manager in the Tax Department in 
the Dallas office of Lynbrand, Ross 
Bros. & Montgomery. This article is 
adapted from a speech he made at the 
Sixth Annual Dallas Estate Day in May.| 





trict Court for the District of Arizona 
reached the same result in the Haggard 
case. You will remember that in each of 
these cases the court held that there was 
no hope of making an economic profit or 
—in the Fox case—no prospect of suffer- 
ing an economic loss and, therefore, the 
transaction was not one that was entered 
into for profit. Whether these cases will 
be affirmed or reversed on appeal is, of 
course, unknown. If they are affirmed, the 
Supreme Court may grant certiorari be- 
cause of the conflict with the Bond case. 
In any event, the rule in the pre-1954 an- 
nuity cases does not, in my opinion, apply 
to life insurance. 


Insurance is different 


The reason why I consider these cases 
inapplicable to bank-financed and mini- 
mum-deposit insurance plans is that 
these transactions do involve a chance 
of economic gain or economic loss to the 
policyholder. An insured may pay one 
premium and be hit by a truck, so there 
would be an enormous economic profit. 
Alternatively, he might live beyond his 
normal life expectancy and suffer an eco- 
nomic loss on the insurance. Therefore, 
I think that in the case of insurance, these 
loans have economic significance apart 
from taxes, and the interest deduction 
should be allowed except where specifi- 
cally disallowed by 1954 Code Section 
264. It should be noted, however, that 
in the Dean case, which is now pending 
before the Tax Court, the Treasury is 
attempting to disallow interest paid on 
minimum-deposit insurance. I prefer the 
bank-financed plan over the minimum- 
deposit plan because I think it would 
be a little easier for a court to find as a 
fact that in a minimum-deposit plan the 
policy and the loan were in reality 
one contract on two pieces of paper, and 
the net amount paid constituted the pre- 
mium for the life insurance. In the case 
of bank-financed insurance, where the 
money is borrowed from the bank and the 
premiums are paid to the insurance com- 
pany, this would be impossible. 


Treasury attacks 


In 1956 the Treasury Department sug- 
gested new legislation which would dis- 
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allow a deduction for interest paid if a 
policy were purchased in pursuance of a 
plan of future premium payments or pre- 
mium settlements which contemplated 
that a substantial number of premiums 
would be paid through the incurrence of 
indebtedness. This proposal was not 
adopted by Congress, and there appears 
to be no action on the legislative front at 
this time. Instead, the Commissioner is 
following the litigation route. Although 
no life insurance case has been decided 
in his favor yet, the pending Dean case 
will bear watching; and the pre-1954 an- 
nuity and Treasury bond cases indicate 
these plans are not as ironclad as once 
believed. They may be perfectly good, but 
tax men are not quite as positive as they 
used to be. 

Section 264 of the Internal Revenue 
Code of 1954 provides that the interest 
deductions shall be disallowed on loans to 
carry policies if substantially all the pre- 
miums on a life insurance, endowment, 
or annuity contract are paid within a 
period of four years from the date on 
which the contract is purchased, or if a 
substantial number of future premiums 
are prepaid at any time. Obviously, four 
premiums are not substantially all the 
premiums on any type of policy we have 
under consideration; but, because of the 
loan, the first four premiums are in fact 
practically all that the insured will pay 
(except interest). For that reason, I am 
afraid of the plan whereby the issued 
discounts, say, 3 premiums. In my opin- 
ion, the safest rule that can be advanced 
is as follows: If the insured needs life in- 
surance protection, and if he is in a high 
enough tax bracket for the interest deduc- 
tion to be valuable to him, and if he does 
not have other assets which he can pledge 
as collateral, the best way for him to buy 
life insurance is to borrow one premium 
at a time from the bank and pay it to the 
insurance company. w 


Tax man to be president of 
AICPA; J. S. Seidman chosen 


AT THEIR ANNUAL meeting, in October, 
the American Institute of Certified Pub- 
lic Accountants will elect as president 
a well-known tax man. J. S. Seidman, 
the author of the four-volume Legisla- 
tive History of the Income Tax Laws 
and long a frequent contributor to 
professional journals, has been selected 
by the nominating committee and elec- 
tion will be made by the members at 
the annual meeting in San Francisco. 
Mr. Seidman is a partner in the ac- 
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counting firm of Seidman & Seidman 
and is also a member of the New York 
Bar. A report of his on employee frauds 
following the McKesson and Robbins 
affair caught the attention of Navy Sec- 
retary James Forrestal, who summoned 
Mr. Seidman to Washington during 
World War II. He enlisted in the 
Navy, served as a special investigator, 
and rose to the rank of captain. 

Since the war, he has served in Wash- 
ington in many capacities. He was ac- 
counting consultant to the House Ap- 
propriations Committee, to the Budget 
Bureau, and to the Hoover Commission. 

Mr. Seidman has been active in the 
American Institute. He is currently 
chairman of the long-range objectives 
committee and is on the executive com- 
mittee. He has been vice president, and 
was chairman of the committee on feder- 
al taxation (1954-56). In recognition of 
his “outstanding service to the profes- 
sion and distinguished contributions to 
public affairs” he received the Insti- 
tute’s Annual Award in 1956. 

Over the past twenty-five years Mr. 
Seidman has made a reputation for him- 
self as a successful Broadway “angel,” 
having backed more than sixty shows. 
Nearly two-thirds of his shows have been 
box-office hits, including Brigadoon, 
Lady in the Dark, Come Back, Little 
Sheba, and Wonderful Town. w 


Dates and places for fall 
tax institutes announced 


WE HAVE received announcements of 
times and places of many of the coun- 
try’s leading tax institutes to be held 
this fall. 

Some of the country’s leading lawyers 
and accountants appear on these pro- 
grams, as they have in previous years. 
And as in previous years these meetings 


offer an unequalled opportunity for 
practitioners who are themselves not un- 
sophisticated to sharpen their skills, 


Tulane, ninth annual tax institute, New 
Orleans, November 4-6, St. Charles 
Hotel. Further information, program, 
etc., from Peter A. Firmin, Tulane Uni- 
versity, New Orleans. 


Marquette, tenth annual tax institute, 
Milwaukee, at the univeristy, October 
14-16. Information, program, etc., from 
Laurence H. Nichols, Marquette Uni- 
versity, Milwaukee. 


West Virginia, Tenth Annual Tax In- 
stitute sponsored by the West Virginia 
Bar Association and the West Virginia 
Society of Certified Public Accountants, 
October 1-3. Information, program, 
from J. B. Fisher, Kanawha Valley 
Building, Charleston 1, W. Va. 


California, eighth annual tax accounting 
conference of California Society of 
CPAs, November 12-13, Los Angeles, 
Ambassador Hotel; November 16-17, San 
Francisco, Fairmount. Hotel. Program, 
information, etc., from Thomas E. Kirk- 
bridge of the Society, 681 Market Street, 
San Francisco. 


Southern California, Twelfth Annual 
Institute on Federal Taxation, Univer- 
sity of Southern California School of 
Law, Los Angeles, October 28-30. Pro- 
gram, information, from John W. Ervin, 
Tax Institute, School of Law, University 
of Southern California, Los Angeles 7. 


New York, eighteenth annual NYU tax 
institute, New York City, Hotel Statler, 
November 5-17. Information, program, 
from Henry Sellin, NYU Law School, 
Washington Square, New York 3. 
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NEW DEVELOPMENTS IN TAX ASPECTS OF 


Accounting 
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EDI £D BY CARL M. ESENOFF, CPA, & C. W. LAMDEN, Ph.D., CPA 





Grants-in-aid of construction; the IRS 


ponders its Teleservice victory 


by HERBERT S. MEDNICK 


In the recent Teleservice case the IRS succeeded in having contributions by cus- 


tomers for the construction of a community television antenna taxed as income to 


the company. Mr. Mednick points out that the decision overturned a long estab- 


lished rule and caused immediate concern among companies financing construction 


in this way. He discusses the subsequent IRS ruling distinguishing community 


television from regulated utilities and concludes with the forecast that despite this 


ruling the IRS is about to make a complete change in position, 


HE CONTINUED EXPANSION Of resi- 
Oy atial building activity has ex- 
suburban developments into 
many areas beyond available utility 
facilities. While the requirements of 
these suburban developments have been 
met in most cases by the extension of 
service lines by the large established 


tended 


utility companies, in some situations the 
builders themselves have formed private 
companies to construct the necessary 
facilities. Some of the new or extended 
utility facilities have been financed by 
payments received directly or indirect- 
ly from the users of the service. Until 
recently, it had been generally accepted 
that such payments were not taxable to 
the utility companies. 

Although the Internal Revenue Serv- 
ice had previously acquiesced in a long 
line of decisions holding that contribu- 
tions by customers to a public utility for 
the purpose of extension of the utility's 
did 


come to*the utility,! 


service not constitute taxable in- 
it recently suc- 
cessfully challenged this doctrine. Tele- 
service Company of Wyoming Valley, 
254 F.2d 105 (CA-3, 1958), cert. denied 
June 16, 1958. In that case, the Court 
of Appeals for the Third Circuit, after 
a comprehensive survey of the judicial 
history of contributions made for con- 
struction costs of utilities, affirmed the 
lax Court’s decision (27 TC 722) that 
contributions by subscribers to a com- 
munity antenna television system con- 





stituted taxable income to the recipient. 

The facts of this case showed that be- 
cause the residents of Wilkes-Barre and 
Kingston were unable to receive tele- 
vision service by conventional - aerials, 
the taxpayer promoted, constructed and 
operated a community antenna televi- 
sion service. The construction costs were 
financed mainly through contributions 
from prospective customers. It was esti- 
mated that it would cost about $250,000 
to build the system, consisting essentially 
of a large antenna tower on top of the 
mountain range surrounding the com- 
munity and a trunk line of coaxial 
cables running about five miles from 
the tower to the edge of the populated 
area. The taxpayer entered into con- 
tracts with subscribers providing for an 
initial contribution of $145 from resi- 
from 
This differential in 
fee was based on ability to pay rather 
than any difference in service installa- 
tion costs. It was anticipated that the 


dential customers and $200 com- 


mercial customers. 


contributions would approximate the 
cost of the entire system. In addition, 
monthly service or maintenance charges 
were made of $4 to residential customers 
and $6 to commercial customers. These 
rates provided an element of profit for 
the taxpayer and were not subject to re- 
view by any regulatory body. 

The contributors to the _ television 
system could not sell, assign, or transfer 
their eligibility to receive television sig- 


Tax aspects of accounting + 205 


nal, but they did remain eligible for 
service if they moved to another part 
of the community. However, the person 
who moved into the contributor’s old 
home was required to make a contribu- 
tion in order to become eligible to use 
the system. The agreements with the 
subscribers also provided for termina- 
tion by the taxpayer if service couldn’t 
be rendered because of its public utility 
contracts or governmental action. In 
that event, all monies paid, including 
contributions, were forfeited. Nor would 
a subscriber receive a refund if the latter 
violated the terms of the contract. How- 
ever, if the taxpayer terminated a con- 
tract for its convenience, the subscriber 
would receive a maximum refund of 
$60 less $10 for each month it was in 
effect. The initial sum required of resi- 
dential customers was reduced to $89.80 
on January 1, 1953, to $80 on June 1, 
1954, to $30 in August, 1955. No con- 
tributions were required after 1956. 

The total cost of constructing the an- 
tenna system amounted to $133,501.42, 
of which sum $116,146.77 was paid for 
by contributions; the balance of $17,- 
354.65 financed with borrowed 
money. The taxpayer did not claim de- 
preciation for income tax purposes on 
the physical facilities of the system. 


was 


Cuba Railroad 

The taxpayer in the Teleservice case 
contended that the contributions for 
subscribers were “in aid of capital con- 
struction” and thus did not constitute 
income, citing as authority the land- 
mark case of Edwards v. Cuba Railroad 
Co., 268 U.S. 628 (1925). In Cuba Rail- 
road Co., the Supreme Court had held 
that subsidy payments made by the Re- 
public of Cuba to the taxpayer in 1916 
for the construction of a railroad to pro- 
mote settlement and provide for the de- 
velopment of the territory did not con- 
stitute taxable income because they 
were not made for “services rendered or 
to be rendered.” The Government con- 
ceded, as did the Tax Court, that Cuba 
Railroad Co., followed for 
some 30 years. However, the Govern- 
ment apparently sought to have the 
doctrine of that case repudiated or at 
least distinguished on the grounds that: 

1. The Revenue Code of 
1939 accords no tax exemption for “‘con- 


had been 


Internal 


1 Liberty Light & Power Co., 4 BTA 155; Great 
Northern Railway Co., 8 BTA 225; Rio Electric 
Co., 9 BTA 1332; El Paso Electric Railway Co., 
10 BTA 179; Wisconsin Hydro-Electric Co., 10 
BTA 933; Tampa Electric Co., 12 BTA 1002: 
Kauai Railway Co., 18 BTA 686; Baltimore and 
Ohio Railroad Co., 30 BTA 194. 
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tributions in aid of capital construc- 
tion”; 

2. Only payments which are in the 
nature of gifts or capital contributions 
are excludable from gross income; 

3. Payments in aid of construction 
which are made in return for services 
rendered or to be rendered are not gifts 
or capital contributions; and 

4. The so-called contributions made 
by the television service subscribers con- 
stituted part of the price of the services 
to be rendered. 

In support of these contentions, the 
Government cited Detroit Edison Co., 
$19 U.S. 98 (1943). The Court of Ap- 
peals in Teleservice Co., noted that the 
Tax Court (27 TC 722, 729) had sus- 
tained the Government on the authority 
of Detroit Edison Co., 319 U.S. 98 
(1943), and the broadened concept of 
income enunciated by the Supreme 
Court in Glenshaw Glass Co., 348 US. 
426 (1955) and General American In- 
vestors Co., Inc., 348 U.S. 434 (1955). 
While the Tax Court had distinguished 
Cuba Railroad Co., case, it had not been 
able to distinguish its own prior applica- 
tion of that decision in numerous cases 
and it was quoted by the Court of 
Appeals (254 F.2d at p. 109) as follows: 
“In spite of the sheer weight in num- 
ber of those decisions, we feel bound to 
make an ultimate finding consistent with 
that of the Detroit Edison case, and 
what in our view appears to be a 
gradually but persistently broadening 
concept of taxable income as exempli- 
fied by the Glenshaw Glass Co. and 
General Investors Co., cases, supra.’” 

In support of its contention, the Tele- 
service Co., emphasized the communal 
aspects of the enterprise, and its pioneer, 
highly expensive and hazardous nature. 
The initial payments were designated as 
“contributions” by the contracts, the 
subscribers were so advised and they 
were used solely for capital construction; 
the contributions were less than con- 
struction cost and were segregated on 
the company’s books; contributions were 
reduced from time to time in order not 
to exceed the costs of construction; the 
capital facilities had no salvage value; 
and monthly service charges were made 
for service, which was the only source 
of the company’s profits. On the other 
hand, the Government pointed out these 
factual elements: The initial payments 
were made pursuant to a contract under 
which the company was legally obligated 
to perform services; only those persons 
who made initial payments were eligible 
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to receive service; the payments in ques- 
tion were not made for the benefit of 
the public or the community at large, 
but exclusively for the benefit of the 
individual customers; a customer could 
not transfer his eligibility for service 
and the person who moved into his 
old home also had to make an initial 
payment to become eligible; and the 
payment by commercial establishments 
was higher because of their ability to 


pay. 
Detroit Edison 


In affirming the Tax Court, the Court 
of Appeals also relied heavily on De- 
troit Edison Co., even though it ad- 
mitted that the precise issue was not 
there present. (In that case, the item 
in question was depreciation on certain 
extensions of the taxpayer’s lines which 
had been paid for prospective customers 
as a prerequisite to obtaining service and 
not the taxability of the payments them- 
selves. These payments had not been 
included in the income of Detroit Edi- 
son Co. on its tax returns.) The Court 
of Appeals, 254 F.2d at pages 110, 111, 
quoted the Supreme Court: “ “The Com- 
pany, however, seeks to avoid this re- 
sult by the contention that what it has 
obtained are gifts to it or contributions 
to its capital of the property paid for 
by the customer, and that therefore by 
the provisions of Section 113(a)(2) and 
(8)(B) it takes the basis of the donor or 
transferor. It is enough to say that it 
overtaxes imagination to regard the 
farmers and other customers who fur- 
nished these funds as makers either of 
donations or contributions to the Com- 
pany. The transactions neither in form 
nor in substance bore such a semblance. 

““The payments were to the cus- 
tomer the price of the service . . .’. (em- 
phasis supplied).” 

The Court of Appeals in the Tele- 
service Co., case could not discern any 
distinction between the payments made 
by the television service customers and 
the payments made by Detroit Edison’s 
electricity customers. In this connection, 
the Court stated at p. 111: 

“. . . In each case the payments were 
made as a prerequisite to obtaining di- 
rect personal service via the construc- 
tion of facilities which would provide 
such service; in each instance the pay- 
ments were not for a community or 
public benefit, as in Brown Shoe Co., 
339 U.S. 583 (1950) and in McKay 
Products Corp., 178 F.2d 639, 641, (CA-3, 
1949), where the payments made were 


to the taxpayer by a community group 
to promote communal interests, and 
were for that reason held to be ‘con. 
tributions to capital’ meriting deprecia- 
tion allowance under applicable rey. 
enue laws.” 

In Brown Shoe Co. and McKay Proa- 
ucts Corp., it was noted that payments 
were not made by customers nor as pay- 
ments for service to them. In Brown 
Shoe Co., the Supreme Court had held 
that the taxpayer was entitled to depre. 
ciation on property contributed to it, or 
acquired. with cash donated by various 
community groups in 12 towns over a 
period of years as a business induce. 
ment. The Supreme Court reasoned 
that at page 591: 

3 Since in this case there are 
neither customers nor payments for 
service, we may infer a different purpose 


‘in the transactions between petitioner 


and the community groups. The con- 
tributions to petitioner were provided 
by citizens of the respective communi- 
ties who neither sought nor could have 
anticipated any direct service or re- 
compense whatever, their only expecta- 
tion being that such contributions 
might prove advantageous to the com- 
munity at large. Under these circum- 
stances the transfers manifested as a 
definite purpose to enlarge the working 
capital of the company.” 

In McKay Products Corp., the Court 
of Appeals for the Third Circuit had 
allowed depreciation on buildings and 
equipment received during the depres- 
sion from a citizen’s group of a Pennsyl- 
vania town on condition that it move 
there to do business. Judge Goodrich 
there observed, at p. 643: 

“We think that what is significant is 
that the Detroit Edison Co. was in the 
business of selling electric power to the 
very persons whose payments it sought 
to depreciate, and that it was Detroit 
Edison’s policy to deliver power to out- 
lying areas only if the consumer bore 
the cost of the line extension. The mat- 
ter is really summed up in the court's 
statement that payments were part of 
the price of the service.” 


Court of Appeals reasoning 


In arriving at its conclusion, the 
Court of Appeals in Teleservice Co., 
was influenced by the following factual 
elenients: 


1. A person moving into the home of 
a former subscriber was required to 
make an initial payment before becom- 
ing eligible for service. 
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9. The subscription contracts pro- 
vided for a forfeiture of payments in 
the event of a subscriber’s default and 
for a refund where the Teleservice Co. 
terminated the contract for its conven- 
jence, and 

3. A higher payment was required 
from commercial establishments because 
of their greater financial ability. 

The court explained that these facts 
were inconsistent with the concept of 
contributions. It felt that the scale of 
initial payments based on ability to pay 
indicated a “price for service.” The 
court could not find any real com- 
munal aspects of the enterprise. It con- 
sidered the final payment as the “admis- 
sion price” and that it could not be re- 
garded as a contribution to community 
participation stating that: “. . . Only he 
who bought a ticket could ‘go for the 
ride.’ The pioneer and hazardous na- 
ture of the enterprise and the circum- 
stance that the capital facilities had no 
salvage value, heavily stressed by the 
taxpayer, are of no critical value with 
respect to the issue here involved.” 

In addition to distinguishing the 
Cuba Railroad Co., case, the Court of 
Appeals, in Teleservice Co., at p. 112, 
noted that: “. . . as observed by Chief 
Judge Biggs, speaking for this Court in 
Glenshaw Glass Co., 211 F.2d 928, 931 
(CA-3, 1954), the Supreme Court in 
Detroit Edison ‘. . . indicated some halt 
in the doctrine of capital donation ex- 
pressed in Cuba Railroad Co.’” More- 
over, in respect to numerous cases which 
followed Cuba Railroad Co., and which 
could not be distinguished, the court 
simply stated, at p. 112: “. . . we can 
only say we are not in accord.” 

In buttressing its opinion, the court 
cited the broadened concept of income 
enunciated by the Supreme Court in 
Glass Co., supra, General 
American Investors Co., Inc., supra and 
LoBue, 351 U.S. 243 (1955), and con- 
cluded from the latter case at p. 246: 
[The Supreme Court] “. . . repeatedly 
held that in defining ‘gross income’ as 
broadly as it did in Section 22(a) Con- 
gress intended to ‘tax all gains except 
those specifically exempted’.” 

Also quoted was Robertson, 343 U.S. 
711, 714 (1952) where it was held that: 
““... Where the payment is return for 
service rendered, . . .’ such payment is 


“ 


Glenshaw 


gross income under Section 22(a).” 
The Court of Appeals (in Teleservice 
Co.) also considered the application of 
Section 118(a) of the 1954 Internal Rev- 
enue Code which provides that: “In the 


case of a corporation, gross income does 
not inchide any contribution to the 
capital of the taxpayer.” 

In concluding that such section did 
not apply where the payments were for 
a services rendered or to be ren- 
dered’ .”, the Court of Appeals 
(254 F.2d at pages 112, 113) observed 
that the Committee Reports accompany- 
ing Sections 118 and 364 of the 1954 
Code “. . . make it clear these provi- 
sions are not applicable to contributions 
or other payments by persons who are 
direct beneficiaries of the service ren- 
dered by the recipient corporation.” 

Section 1.118-1 of the Regulations dis- 
qualifies money or property transferred 
in consideration for services rendered 
and illustrates as a proper exclusion: 
“. . . the value of land or other prop- 
erty contributed to a corporation by a 
governmental unit or by a civic group 
for the purpose of inducing the corpo- 
ration to locate its business in a particu- 
lar community, or for the purpose of 
enabling the corporation to expand its 
operating facilities. .’ This illustra- 
tion is in accord with the Reports by 
the Congressional Committees on the 
1954 Code wherein it was stated that 
Section 118 applied to cases where a 
contribution is made to a corporation 
by a governmental unit, chamber of 
commerce, or other association of in- 
dividuals having no proprietary interest 
in the corporation and the contributor’s 
benefits were indirect and intangible. 


IRS considering change 


If the Teleservice Co., repre- 
sented the last word on the question, all 
grants-in-aid of construction received by 
various kinds of utility companies could 
probably be treated as taxable income 
by the Internal Revenue Service. How- 
ever, because of the far reaching impact 
of this decision on regulated public 
utilities, and after vigorous protest by 
the utilities, the Commissioner apparent- 
ly retreated from the position it asserted 
in this case. First in Technical Informa- 
tion Release No. 86, dated August 15, 
1958, and then more formally, in Rev. 
Rul., 58-555, IRB 1958-46, 8, it was an- 
nounced that the Internal Revenue Serv- 
ice, for the present, would maintain its 
prior position in respect to contributions 
by customers or prospective customers to 
public utilities in aid of construction. It 
was explained that the Teleservice Co., 
case was litigated because of substantial 
factual differences between it and the 
public utility decisions. It was pointed 


case 
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[Mr. Mednick is associated with the law 
firm of Schnader, Harrison, Segal & 
Lewis in Philadelphia. This article is 
based on a talk delivered to a group of 
tax attorneys in Philadelphia.| 





out that in Teleservice Co., the taxpayer 
was not a regulated public utility sub- 
ject to a continuing duty to provide 
service to its customers. It was also ob- 
served that such rights as a. customer 
derived from an agreement with the tax- 
payer were personal to the customer 
and nonassignable; that a purchaser of 
the original customer’s premises was 
obliged to make his own similar ar- 
rangements with the taxpayer in order 
to obtain service; that a price or rate 
differential made between resi- 
dential and commercial customers, based 
solely on ability to pay; that the amounts 
received by the taxpayer were not sub- 
ject to substantial rights in the cus- 
tomer to a refund upon termination of 
service, and, as to the amounts actually 
in controversy, were no longer refund- 
able under any circumstances. The In- 
ternal Revenue Service concluded that 
the amounts involved in Teleservice 
Co., were advance payments made for 
services and not payments made for in- 
vestments in facilities to be operated for 
an indefinite period for the benefit of 
the contributor. 

It was further announced that, if and 
when the Service should decide upon a 
change in its position, it will not be 
given retroactive effect with respect to 
transactions entered into prior to the 
effective date of the change. In this re- 
spect, the announcement as to non- 
retroactivity did not apply to cases 
factually similar to Teleservice Co., or 
to other cases not substantially similar 
to the public utility cases te which the 
acquiescences related. Also, it was 
pointed out that a taxpayer receiving 
contributions in aid of construction may 
not claim a basis for the assets in which 
such amounts are invested for purposes 
of depreciation or otherwise, to the 
extent that the amounts received were 
not included in taxable income; the 
execution of protective agreements as to 
basis was made a condition of any non- 
retroactive application of a change in 
position. 

The outlook for the future is at best 
uncertain. It would appear as though 
the Internal Revenue Service’s Revenue 
Ruling may well be merely a temporary 
measure to pave the way for a complete 
change in position, bs 


was 
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Government won’t ask 

certiorari in Bressner 

THE SoOLIcITOR GENERAL HAS ANNOUNCED 
that certiorari will not be requested in 
Bressner Radio, Inc. in which the Sec- 
ond Circuit approved, May 29, 1959, 
the accounting system of a radio and 
service which took 
prepaid service fees into income over 
the period during which service was to 
be rendered. However, the issue is by 
no means settled. In Automobile Club 
of New York 32 (TC No. 79) reported 
in the case note below, the Tax Court, 
over a strong dissent, held that prepaid 


television repair 





*xTax Court insists prepaid income is 
taxable when received. Taxpayer, the 
Automobile Club of New York, Inc., 
charged an annual membership fee 
which was payable in advance and mem- 
bership years therefore began on any 
day of the year. Being on the accrual 
basis, it took one twelfth of the fee into 
income in each month of the members’ 
year. The Tax Court requires taxpayer 
to report all of its income in the year 
in which it is received. The court ad- 
heres to the position that prepaid in- 
come is taxable no later than the year 
in which it is received, if the taxpayer 
has unrestricted use of it. The court’s 
answer to taxpayer’s argument that this 
treatment is unconstitutional because it 
does not properly match taxpayer’s costs 
with revenues is that net income under 
the Code is computed on an annual 
basis without any necessary correlation 
in any given year between income and 
expenses and that the Constitution does 
not bar this result. Although recognizing 
that the Court of Appeals in the Second 
Circuit in Bressner Radio, Inc., on May 
28, 1959, reversed it on similar facts and 
permitted deferral of income, the Tax 
Court declares that it is bound by the 
decision of the Supreme Court in Auto- 
mobile Club of Michigan, 353 U. S. 180, 
the facts of which it says resemble the 
present situation more closely. There are 
two concurring opinions. One judge 
would decide the case simply on the 
ground that Automobile Club of Michi- 
gan requires immediate taxation. Two 
other judges would say only that defer- 
ral would not properly reflect this tax- 
payer’s net income but that there may 
be situations where a deferral of prepaid 
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membership fees were income when re- 
ceived. The Tax Court judges there 
divided sharply over the meaning of 
Bressner; the majority thought it was 
distinguishable from Auto Club of Mich- 
igan (353 US 180) and the dissent cited 
it as making it clear that deferral of 
prepaid income is proper; the fault of 
the Michigan Auto Club being that 
it used an unrealistic deferral. The an- 
nouncement that review of Bressner 
Radio, Inc. by the Supreme Court will 
not be sought by the government re- 
moves one chance that clarification of 
Auto Club of Michigan will be obtained 
soon. * 


income might be required to clearly re- 
flect a taxpayer’s income. A vigorously 
dissenting judge says that the majority 
is wrong in saying that the courts have 
an established rule requiring taxation 
of prepaid income no later than receipt. 
This is, the dissent continues, a restate- 
ment of the claim-of-right doctrine, 
which is applicable to disputed income 
only. Therefore, the question of when 
the income is reportable depends on 
whether a deferral would clearly reflect 
taxpayer’s income. The dissent would 
construe Automobile Club of Michigan 
to mean merely that the Supreme Court 
found that that taxpayer’s system of de- 
ferral did not clearly reflect its income. 
Therefore, concludes the dissent, this 
court is bound by the settled law of the 
Second Circuit (the controlling circuit 
for this taxpayer) as set forth in the 
Bressner case which allowed a realistic 
deferral of income. Automobile Club of 
New York, Inc., 32 TC No. 79. 


Sirs oe Sci 


Coupon sales and redemptions must be 
reported annually. Taxpayer, Automo- 
bile Club of New York, Inc., sold re- 
deemable coupons to service stations and 
auto supply stores at face value. The 
purchasers in turn passed them on to 
taxpayer's members as a discount on 
sales and taxpayer later redeemed them 
from its members at face value. Coupons 
were not always sent in for redemption 
and taxpayer realized a windfall; had all 
the coupons been redeemed it would 
have made no profit. It argued that the 
excess of annual sales over annual re- 
demptions was not income, being in 
effect held in trust for the members who 
might some day present coupons for re- 


demption. The court holds there was no 
trust, the windfall was ordinary income, 
Use of annual accounting periods re. 
quires that the income of a particular 
year be computed without necessarily 
considering what might happen in a 
later year. Automobile Club of New 
York, Inc., 32 TC No. 79. 


Auto dealers reserve accruable though 
from finance charges only. Taxpayer, a 
retail car dealer financing his sales, ar- 
gued that the recent Supreme Court 
Hansen case (6/22/59) did not apply to 
him because the finance company made 
withholdings from finance charges only. 
Taxpayer received the full cash price of 
the car. The court holds the amounts 
credited to the dealer reserve account 
are, under the Hansen rule, accruable 
and taxable to the dealer in the year 
in which they were credited. The fact 
that the dealers reserve was not derived 
from the contract price but from an 
added finance charge is immaterial; the 
Tax Court has always treated all reserves 
and holdbacks the same. The court also 
holds that credits representing cash pay- 
ments from the reserve accounts which 
were not accrued and taken into income 
in earlier years could not be included 
by the Commissioner as income in the 
years in which they were received in 
cash. Shapiro, TCM 1959-151. 


Oil well driller adopted completed con- 
tract method; must deduct expenses in 
year of completion. Taxpayer, a Cali- 
fornia oil well driller, required between 
30 and 90 days to complete its contracts 
and was generally paid when the con- 
tracts were completed. In its first two 
years of operation, taxpayer used an 
accounting system wherein, in the main, 
it reported contract expenses and in- 
come in the year the contracts were com- 
pleted. The Tax Court finds that tax- 
payer had been using the completed 
contract method, and therefore may not 
deduct the cost of three incompleted 
contracts or include in his income pro- 
gress payments on an unfinished job. 
Terminal Drilling & Production Co., 
32 TC No. 80. 


Accrual basis taxpayer denied deduction 
for interest in year actually paid. Tax- 
payer reporting on the accrual basis 
purchased an ice plant from his em- 
ployer and executed interest-bearing 


notes for the purchase price. Although 
he had been deducting interest on the 
notes throughout the years, taxpayer 
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now maintains that he is entitled to de- 
duct the entire amount of interest in 
the year when he sold the plant and 
repaid the principal balance plus inter- 
est. This he based upon an oral under- 
standing that the interest was payable 
only if the venture was successful and 
the principal fully repaid. The court 
finds, however, despite the oral under- 
standing, the fact remained that tax- 
payer and the vendor did thereafter 
enter into a written agreement which 
provided for a yearly liability for inter- 
est, and notes were executed according- 
ly. It holds the parties recognized a cur- 
rent and continuing liability to pay in- 
terest and that any oral understanding 
had merely to do with the time of pay- 
ment. The deduction could not there- 
fore be deferred until the interest was 
actually paid. Herman, TCM 1959-129. 


Construction contractor cannot report 
gains on installment basis. Gains real- 
ized by a taxpayer from the construc- 
tion of custom-built houses with his ma- 
terials on land owned by others cannot 
be reported on the installment method. 
laxpayer is considered a building con- 
struction contractor and cannot qualify 
as a dealer in personal property, or as 
making a casual sale or other disposi- 
tion of personal property, even though 
under state law the houses may be 
“chattels” until their completion. Nor 
can taxpayer qualify for the installment 
method by reason of selling real prop- 
erty since he is not making sales or other 
dispositions of land or any right in or 
to land. Rev. Rul. 59-250. 


WHEN IS IT INCOME? 


*Payment due over period held cor- 
structively received; recipients had asked 
for deferral. Taxpayers executed a Tex- 
as mineral lease to an oil company in 
return for a bonus of $500,000. Although 
payable over three years, taxpayers are 
required to include the present value of 
the bonus in year in 
which the lease was executed. The Tax 


income in the 


Court declares that where a payment in 
money or its equivalent is made for the 
execution of a lease, it constitutes tax- 
able income immediately. This court 
finds that the lessee’s obligation to pay 
the bonus was equivalent to cash because 
the lessee was willing to pay it at any 
time taxpayers wanted it; taxpayers as- 
signed the obligation to a bank for cash 
in the year of execution of the lease and 
the only reason for the deferred pay- 





ments was taxpayers’ refusal to accept 
earlier payment. A strong dissent says 
that the court is carrying the doctrine 
of constructive receipt too far. The 
dissent cites the Supreme Court decision 
in the Cumberland case (338 U.S. 451) 
in support of its position that effect must 
be given to what taxpayers actually did 
and not what they might have done 
and that taxpayers had a right to defer 
receipt of the bonus. The dissent con- 
cedes that the majority’s position would 
have been right if the lessee had given 
taxpayers a negotiable instrument with 
market value. While the bare promise of 
the lessee (Stanolind) had intrinsic value, 
courts have not yet gone so far as to say 
fair 
and are taxable income. [See additional 


such contracts have market value 
comment on this case on page 215 of 
this issue of THE JOURNAL OF TAXATION. 
—Ed.| Cowden, 32 TC No. 73. 


WHAT IS INCOME 
xxEmployer’s payment of moving ex- 


penses taxable to employee. 
Amounts paid by an employer on behalf 


income 


of a newly hired employee—whether by 


way of allowance, reimbursement, or 
directly to a moving company—for the 
expenses incurred by the employee in 
moving his family and household goods 
to the place of employment, are taxable 
wages to the employee subject to with- 
holding. To the employee such ex- 
penses are personal and nondeductible. 


Rev. Rul. 59-236. 


Cost-of-living allowance paid U.S. em- 
ployee overseas not tax exempt. Tax- 
payer, an employee of the Government 
of American Samoa, received a cost-of- 
living allowance. The Code provides 
that cost-of-living allowances paid em- 
ployees of the U. S. Government sta- 
tioned overseas are tax exempt where 
they are made in accordance with regu- 
lations approved by the President. Since 
payments made to this taxpayer were 
not so approved, the Tax Court finds 
they are includible in taxpayer's income. 
Bell, 32 TC No. 71. 


Insurance proceeds on life of debtor 
taxable to creditor. Taxpayer, an auto- 
mobile dealer, used a bad debt reserve 
method whereby recoveries were credited 
directly to income. During 1950-1952 
taxpayer had claimed a total of about 
$21,000 of losses from a certain customer. 
This total included accounts receivable 
charged to bad debts, losses on repos- 
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sessed merchandise and a non-business 
bad debt resulting from a personal loan. 
The debtor died in 1952 and taxpayer, 
as the beneficiary of an insurance policy 
on the debtor's life received insurance 
payments totaling about $18,000. Tax- 
payer excluded these receipts on the 
ground that they were amounts received 
as life insurance paid by reason of the 
death of the insured. The Tax Court, 
holding that the exclusionary sections of 
the Code must be strictly construed, re- 
quires the inclusion of the amounts in 
taxpayer’s income. The court reasons 
that no part of the insurance proceeds 
would have been paid to taxpayer were 
the decedent not indebted to him at the 
date of his death. It therefore finds that 
these payments were made by reason of 
indebtedness rather than 
death. The court 
distinguishes the present situation from 
Durr (99 F.2d 757) where, by the terms 


the insured’s 
by reason of his 


of the policy, the creditor-beneficiary 
had a right to the proceeds irrespective 
of the existence of any debt at the date 
of the insured’s death. The portion of 
the proceeds applicable to the personal 
loan and repossessions are to be taken 
the extent of the tax 
benefit derived by their deduction in 


into income’ to 
prior years. The proceeds applicable to 
the accounts receivable must be taken 


income in full and not be 


credited to the 


into may 
bad debts 


as taxpayer contends. Accounting meth- 


reserve for 


ods adopted by taxpayer had to be 
had credited 
recoveries in prior years directly to in- 


consistent and since he 
come, the present recovery was to be 
treated no differently. McCamant, 32 


TC No. 70. 


Refund taxable though expense had 
come in bank’s exempt year. The law 
creating the Federal Deposit Insurance 
Corporation provides that the FDIC is 
to repay to its member banks each year 
60% of the net amount left after meet- 
ing its expenses for that year. Taxpayer, 
1952 exempt by 
statute from the income tax, received a 
credit in 1952 from the FDIC based 
on its 1951 assessments. The taxpayer 
argues that it should not be taxable on 
this credit as it never received tax bene- 
fit from the 1951 FDIC assessment. The 
district court held that the tax benefit 
theory is not applicable here. The 1951 
and the 1952 credit are 
separate transactions, even though the 
latter is computed on the basis of the 
former. This court affirms upon the 


) 


who prior to was 


assessment 
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AN ANNOUNCEMENT 


ONE OF BRITAIN’s ToP TAILORS who 
makes clothes for gentlemen and 
whose distinguished clientele has ever 
compelled a high standard of quality 
and business integrity, will have their 
representative in the States from 
September 24th thru November 23rd. 
Mr. P. Ferguson Smith of Thresher & 
Glenny, London, will be visiting New 
York, Philadelphia, Wilmington, St. 
Louis, San Francisco, Chicago and 
Boston. He will be taking orders from 
the firm’s regular and new American 
customers and showing comprehen- 
sive ranges of fine British Worsteds, 
Cashmeres, Coatings and Homespuns, 
which will be tailored in London. An 
indication of delivered price is about 
$135. for a lightweight Worsted suit. 

For more than sixty years it has 
been the privilege of Thresher & 
Glenny to make twice yearly visits to 
the United States to offer fine tailor- 
ing. 

Enquiries regarding this forthcom- 
ing visit are invited. Mr. Ferguson 
Smith will be available in the follow- 
ing cities, from 12:30 to 5:00 and by 


ae a Pear RHR 


appointment: 
New York Roosevelt Sept. 24-Oct. 2 
Philadelphia Bellevue- 

Stratford Oct. 5-9 
Wilmington DuPont Oct. 12-13 
St. Louis The Chase Oct. 14-16 


San Francisco Sheraton-Palace Oct. 19-23 


Chicago The Congress Oct. 26-28 
Boston Parker House Oct. 29-Nov. 4 
New York Roosevelt Nov. 5-23 


THRESHER & GLENNY LTD. 
152 Strand, London. W.C. 2. 























narrow ground that the FDIC statute 
did not consider the repayment neces- 
sarily a reduction of the 1951 assessment 
although it was based on it. One dis- 
senter apply the tax benefit 
theory. Philadelphia Savings Fund So- 
ciety, CA-3, 7/20/59. 


would 


Waiter’s tips computed by Commission- 
er upheld. Taxpayers, husband and wife, 
were employed as waiter and waitress 
by leading Reno night clubs, hotels and 
restaurants. They did not keep a record 
of their tips but merely reported an esti- 
mated amount. The Commissioner de- 
vised a formula based on data obtained 
from taxpayers’ employers. He first com- 
puted the ratio of total waiters’ wages to 
food sales and the average dollar amount 
of food sold by a waiter per dollar of 
wages. With this percentage, he com- 
puted the dollar value of food sales pre- 
sumably serviced by taxpayers and ap- 
plied 10% thereto which taxpayers could 
normally expect to receive as tips. The 
result was that the husband was re- 
quired to include tips equal to his wages 
and his wife had to report about 65% 
of her wages as tips. Taxpayers argued 
that this formula was unfair since it 
failed to consider the irregularity of 
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their employment, fluctuations in tips 
and the facts that the wife earned part 
of her wages as a dining-room hostess 
during which time she received no tips. 
The Tax Court upholds the Commis- 
sioner, ruling that taxpayers could not 
carry the burden of disproving the Com- 
missioner’s determination without ade- 
quate records. Mere estimates or de- 
clarations by taxpayers that the tips were 
correctly reported are ineffective. This 
court admonishes all gratuity-receiving 
taxpayers to keep daily records of tips in 
the future. Sutherland, 32 TC No. 74. 


Fraud penalty on stockholder paid by 
corporation was dividend. Taxpayer 
filed fraudulent returns for the years 
1942-1945 for a corporation of which he 
was president and stockholder. He was 
convicted in a Federal District Court 
and fined about $40,000. The corpora- 
tion made the payments of the fines in 
installments over a period of five years. 
The Tax Court finds that these pay- 
ments constitute constructive dividends 
to taxpayer in the years in which they 
were paid. The taxpayer and not his 
corporation was the defendant in the 
fraud action and the fine was imposed 
solely upon him. In thus paying tax- 
payer’s obligation, the corporation paid 
him a constructive dividend. The 
amounts were includible in taxpayer's 
income when they were actually paid by 
the corporation and not at the time it 
decided to assume the obligation since 
the corporation discharged taxpayer's 
obligation only when it paid it. Sachs, 
32 TC No. 69. 


Stockholder not taxed on corporate 
funds taken; were used for it. On re- 
mand from the Second Circuit the 
court finds that funds withdrawn by tax- 
payer from his controlled corporation 
are not income to him as they were 
used to pay employees’ vacation pay, and 
to settle a labor controversy existing be- 
tween the corporation and certain of its 
employees. Lowy, TCM 1959-146. 


Waiters’ tips determined by Commis- 
sioner. Hotel waiters in Reno, who re- 
ceived annual wages ranging from $1,500 
to $3,000, reported as tips for each year 
an approximated amount of $500. Since 
the waiters kept no written records of 
tips received, or information from which 
the amounts could be verified, the court 
upholds the Commissioner’s method of 
applying percentages of from about 70 
to 90% of the amount of wages in de- 


termining the total amount of tips re. 
ceived each year. Lucke, TCM 1959-14]: 
Gomez, TCM 1959-142. 


DEDUCTIBILITY 


Over-ceiling prices paid by stockholders 
included in corporate costs [Acquies. 
cence}. Over-ceiling OPA prices of $37,. 
700 paid by stockholders individually to 
enable taxpayer-corporation (a retail 
liquor store) to buy liquor, are found to 
have been paid on behalf of the corpo- 
ration and are included in the corporate 
cost of goods sold. The court held the 
$37,700 is to be included in equity in- 
vested capital for purposes of calculation 
of the excess profits credit. Palm Beach 
Liquors, Inc., 31 TC 125, Acq., IRB 
1959-32. 


‘Farm camp operations deductible by 


restaurant [Acquiescence}. A farm camp 
owned by taxpayer’s stockholders in- 
dividually was used to produce supplies 
of food for the restauarant operations of 
taxpayer-corporation. The camp was on 
occasion also used for entertainment of 
corporate business guests. The court was 
satisfied from the evidence that the ex- 
penses in operating the camp were not 
incurred for the benefit of the stock- 
holders and allowed a corporate deduc- 
tion for these amounts as ordinary and 
necessary business expenses. Palm Beach 
Liquors, Inc., 31 TC 125, acq., IRB 
1959-32. 


Must capitalize legal expenses related to 
real estate. Taxpayer decided to build a 
luxury Navada hotel on land which he 
owned. The Tax Court suggests that 
legal expenses incurred in connection 
with defending his title to the property, 
the forming of a corporation to operate 
the hotel and other related legal prob- 
lems, must be capitalized. The court did 
not have to meet this issue squarely since 
the disallowance could have been sus- 
tained on the theory that the expenses 
were not paid by the cash basis taxpayer 
in the taxable year. Burke, 32 TC No. 
66. 


Can deduct payments to benefit prede- 
cessor’s employees. Taxpayer purchased 
his deceased father’s business. The will 


obligated him to pay $50 per month to 
two, unrelated 
worked for his father for/many years. 
Payment was obligated as long as the 
taxpayer felt that the recipients were 


unable to perform remunerative work. 


employees who had 
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Taxpayer also paid an annual insurance 
premium of $85 for one of the ex-em- 
ployees. Without opinion, the court al- 
lows both the pension and premiums as 
ordinary and necessary business ex- 
penses. Cornwall, DC Utah, 6/17/59. 


Federal tax stamps on lease is capital 
expenditure. Taxpayers leased mining 
property and claimed the cost of In- 
ternal Revenue tax stamps affixed to the 
lease as a business expense. Citing Cock- 
burn, 16 TC 775, the Tax Court holds 
this is a capital expenditure. Cowden, 
32 TC No. 73. 


Can’t accrue interest on notes long since 
practically extinguished. Taxpayer, a 
bank which had failed in the thirties 
and had been engaged in litigation ever 
since, wound up its affairs by “purchas- 
ing” its notes payable to other banks 
(face amount about $1.8 million) for its 
remaining cash, some $50,000. There- 
after the bank’s president and two oth- 
ers bought all its stock, changed its name 
and put it into another husiness at 
which it prospered. They bought. from 
it the notes payable and gave the notes 
to a religious foundation. Thereafter 
taxpayer accrued interest on the notes 
and claimed a deduction for it. The 
court denies it on the ground that no 
indebtedness existed. In all but form the 
notes had ceased to exist; the statute of 
limitations had long since run. First Na- 
tional Company, 32 TC No. 68. 


Payment for employment contract ter- 
mination deductible. As a result of a 
dispute, the employment contract of an 
oficer-stockholder was terminated and 
the stock of his family was purchased by 
the corporation. The agreement for the 
contract termination required payment 
of $30,000 by the taxpayer-corporation; 
the officer’s salary during the remaining 
two years of the contract would have 
been about $75,000. The court finds the 
payment was in fact what it purported 
to be. It rejects the Commissioner’s con- 
tention that the $30,000 was in reality 
part of the purchase price for the stock. 
It is deductible by the corporation. 
Metropolitan Co., DC Ohio, 6/24/59. 


Corporation can’t deduct cost of buying 
out minority. Upon the death of the 
sole stockholder, all of the shares of tax- 
payer corporation were transferred to a 
spendthrift trust for twenty years, after 
which the shares were to be distributed 
to the beneficiaries, the widow (a 50% 


beneficiary) the son and two daughters 
(each had a one-sixth interest). The son, 
as trustee, had control over taxpayer. 
The other beneficiaries objected to the 
son’s management and finally, about 
three years before the scheduled term- 
ination of the trust, the son agreed to 
sell to his mother and sisters for $45,000 
the shares he would receive upon term- 
ination of the trust. They paid him 
$25,000 then and the son resigned his 
various positions. The balance was to be 
paid upon transfer of the shares. Just 
prior to the termination, the purchasing 
beneficiaries assigned this agreement to 
taxpayer which then acquired the son’s 
stock, paid him $20,000, reimbursed the 
beneficiaries for their $25,000 and 
claimed $25,000 as an ordinary and 
necessary business expense. Taxpayer 
claims that the beneficiaries, as majority 
stockholders, entered into the agreement 
to protect taxpayer from the son’s in- 
efficient conduct of its affairs and thus 
benefited taxpayer. The Tax Court dis- 
allows the deduction pointing out that 
the mother and sisters acted for them- 
selves, since, under the terms of the 
trust, management of taxpayer was in 
the son as trustee. They could not act 
for taxpayer. Therefore payments by tax- 
payer were purely voluntary, not ordi- 
nary and necessary. The court further 
finds that even if taxpayer were obli- 
gated under the agreement, no deduc- 
tion would be allowed since the entire 
transaction was for the purchase of stock. 
No part of the consideration was for the 
son’s resignation; the son agreed to re- 
sign only on condition that his interest 
in taxpayer be purchased. Schalk Chemi- 
cal Co., 32 TC No. 76. 


Payments for leased premises subject 
to an existing short-term lease are de- 
ductible as rent [Acquiescence]. Tax- 
payer rented premises for 99 years at 
rental of $15,000. The 
building was then occupied by a tenant 
whose lease, at an annual rent of $12,- 
000, had a remaining life of five years. 
In the years at issue taxpayer was re- 
ceiving $12,000 income from the old 
tenant and paying the property owner 
$15,000 and claimed a deduction for 
$3,000. The Commissioner contended 
that all taxpayer effected by h‘s agree- 
ment was the purchase of a future lease- 
hold interest and that accordingly, 


an annual 


$3,000 of the $15,000 annual payment 
during the life of the existing lease was 
a capital expenditure to be amortized 
over the life of the agreement. However, 
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We have pleasure in announcing that 
Mr. W. L. Pigott will visit the cities 
shown below. Readers of this Journal 
are invited to consult with Mr. Pigott 
regarding made-to-order boots and 
shoes. 


FALL ITINERARY 1959 


New York Oct. 9-24 


| Philadelphia Bellevue Oct. 26 until 
Stratford 2 p.m. Oct. 29 


Biltmore 


Baltimore Stafford Oct. 30-31 
Washington, D.C. Willard Nov. 2 until 

2 p.m. Nov. 5 
Pittsburgh Carlton Nov. 6-7 
Chicago La Salle Nov. 9 until 

2 p.m. Nov. 12 
Detroit Statler Nov. 13-14 
Boston Parker Nov. 17-20 

House 
I| New York Biltmore Nov. 23 until 


Dec. 7 


May we remind you of our new address 














the Tax Court held that taxpayer re- 
ceived a present leasehold interest sub- 
ject only to the unexpired portion of 
the existing lease, and he is permitted 
to deduct the entire $15,000 payment as 
rent. Thomas, 31 TC 1009, Acq. IRB 
1959-30. 


Corporation can deduct cost of defense 
in stockholder suits. Taxpayer corpora- 
tion incurred expenses of about $50,000 
in successfully defending a series of 
stockholder suits. The actions sought to 
dissolve the corporation, enjoin it from 
making capital expenditures and compel 
the declaration of a dividend, among 
other things. Taxpayer’s attorney and 
another lawyer testified as to the reason- 
ableness of the expense. The court per- 
mits the corporation to deduct the en- 
tire amount as an ordinary and necessary 
business expense. Western Grain Co., 
DC Ala., 6/30/59. 


DEPRECIATION 


*Truck tires and tubes deductible in 
full in year of purchase. The cost of 
tires and tubes purchased on new com- 
mercial trucking equipment and used in 
motor freight transportation is deduct- 
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ible as an expense in the taxable year 
of purchase if in such use they are con- 
sumable within that year, or their aver- 
age useful life is less than one calendar 
year even though it extends in part into 
the next accounting year. Rev. Rul. 59- 
249. 


Depreciation allowed on new equipment 
although old equipment was over-depre- 
ciated. Taxpayer had fully depreciated 
the cost of shop equipment by the end 
of 1953 although it had some salvage 
value at that time. In 1954 and 1955, tax- 
payer acquired new shop equipment for 
which he claimed depreciation deduc- 
tions in each of those years. The Com- 
missioner disallowed the 1955 deduction 
claiming that since the unrecovered cost 
of the new shop equipment in that year 
was equal to the salvage value of all the 
shop equipment, the property had al- 
ready been fully depreciated. The Tax 
Court reverses the Commissioner and al- 
lows the 1955 deduction. The court 
holds that the assets had to be 
treated separately and the Commissioner 
could not adjust prior over-depreciation 
by treating the unrecovered cost of the 
new assets as the salvage value attribut- 
able to all the assets. McCamant, 32 TC 
No. 70. 


new 


Depreciation disallowed although ac- 
countant has extra work. The Commis- 
sioner disallowed a part of taxpayer's 
depreciation deduction because the asset 
had a longer useful life. Taxpayer’s argu- 
ment that this would impose a hardship 
on his accountant because of the result- 
ing workpaper adjustments was made to 
Mc- 


an unsympathetic Tax Court. 


Camant, 32 TC No. 70. 


Quonset building qualifies as public 
grain warehouse. Code Section 169 al- 
lows a special 60-month amortization 
deduction (in lieu of depreciation) for 
grain storage facilities constructed dur- 
ing 1953-1956. 


building with portable grain elevating 


A quonset-hut type of 


and handling equipment permanently 
available is held to qualify as such a 
grain storage facility. Rev. Rul. 59-238. 


BAD DEBTS 


Advances to family member did not be- 
come worthless in taxable year. A\l- 
though various sums advanced by tax- 
payer to his son-in-law, a farmer, are 
found to be a debt, taxpayer is held to 
have failed to establish that the debt be- 
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came worthless in the taxable year. Be- 
cause drought and disease had crippled 
the son-in-law’s farming operations, and 
because of other financial reverses, the 
debtor was not in a good financial situa- 
tion, but during the taxable year he was 
making payments on various debts owed 
other creditors. Furthermore, taxpayer 
failed to show that during the taxable 
year he undertook any legal action to 
collect. Edwards, TCM 1959-150. 


Bad debt deduction disallowed; reserve 
was adequate without it. Taxpayer, an 
automobile dealer, brought its bad debt 
reserve at the year end to an amount 
equal to all accounts 91 days overdue. In 
1955, taxpayer had $5,000 of accounts 
receivable that were 91 days past due 
and he added this amount to the reserve 
claiming it as a deduction. The Commis- 
sioner disallowed the deduction, 
tending that the reserve was adequate to 
meet expected losses prior to the current 
addition. His view is supported by the 
Tax Court. The court finds that tax- 
payer’s actual loss experience over the 
previous ten years was about 6% of 
total accounts receivable whereas at the 
end of 1955, prior to additions, the re- 
serve was about 18% of accounts receiv- 
able. McCamant, 32 TC No. 70. 


con- 


Uncollectible judgment not available 
as a bad debt loss. Taxpayer obtained 
a judgment against a real estate agent 
for $16 which became uncollectible in 
the taxable year. He sought to deduct 
the amount as a bad debt contending 
it was in payment for a lawnmower 
which was supposed to go with certain 
property which taxpayer purchased 
through the agent. However taxpayer 
failed to show the exact basis for the 
judgment, and since it may have been 
punitive only, the court holds taxpayer 
never established a debt and is not en- 
titled to a bad debt loss. Rickert, TCM 
1959-136. 


No bad debt for advances to married 
daughters for living expenses. Moneys 
advanced by taxpayer to his married 
daughters in various amounts over a 
period of time in order to meet neces- 
sary living expenses are held to have 
been intended as gifts and did not en- 
title taxpayer to a bad debt deduction 
when they were not repaid. No records 
were kept of dates and amounts, tax- 
payer had no agreement or understand- 
ing that the amounts were definitely to 
be repaid, and he never made any de- 


mand for repayment. However, with 
respect to a bank loan taken out by one 
of his sons-in-law, taxpayer did counter. 
sign a note, and when taxpayer was 
called upon to make good and pay the 
note in the taxable year he had an 
existing debt against the son-in-law. This 
debt became immediately uncollectible 
and was available as a bad debt because 
of the debtor’s imprisonment for the 
commission of a crime. The fact that the 
debtor did make some payments on 
the debt in later years when he was re- 
leased from jail did not alter the fact 
that the indebtedness was worthless in 
the year claimed. Rickert, TCM 1959- 
136. 


OTHER DECISIONS 


Income from hotel operations taxed to 
operating company not actual owner of 
property [Acquiescence}. Although legal 
title to a hotel was in taxpayer corpo. 
ration, the hotel was actually operated 
by another corporation which had physi- 
cal possession and control of the prop. 
erty, and was in complete charge of the 
hotel business there carried on during 
all of the years The court 
held the income derived from the hotel 
operations was taxable to the hotel 
operator and not to taxpayer. Bartell 
Hotel Co., Inc., 32 TC No. 30, acq., IRB 
1959-32. 


involved. 


Income of purported agent of two oth- 
ers allocated to all three. A newspaper 
publishing company was organized and 
owned by two other separate newspaper 
companies as a purported agency. The 
principals were the owners of a morning 
and an evening newspaper in one City; 
the agent was to do the actual publica- 
tion of both papers. Editorial content 
and news was handled by the principals. 
The IRS rules that the income cannot be 
allocated entirely to the two purported 
principals, but is considered to be part- 
ly attributable to and reportable by each 
of the three corporations in proportion 
to each corporations’ contribution to the 
production of this income. Rev. Rul. 59- 
247. 


Dealers must accrue amounts withheld 
on financed sales. In conformity with 
the recent Supreme Court decision in 
Baird, the court holds that the amounts 
credited by a bank to a dealer's reserve 
account on purchase of conditional sales 
contracts from auto dealers constitutes 
income to an accrual basis dealer in the 
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year credited. It notes that the dealer‘s 
reserve is used merely to provide col- 
lateral for the dealer’s contingent liabil- 
ity, and that he is entitled to the entire 
balance in the reserve if and when all 
the contracts are paid in full. Cliff Motor 
Corporation, TCM 1959-144; Summit 
Auto Sales, Inc., TCM 1959-145; Cadjew, 
TCM 1959-148. 


Discount deductible upon redemption 
by cash basis issuer. A taxpayer report- 
ing on the cash basis may deduct as in- 
terest expense the excess of redemption 
price of its non-interest bearing obliga- 
tions over the issuance price only in the 
year the obligations are redeemed. Rev. 
Rul. 59-260. 


Long term capitai gain on surrender of 
option on wife’s property for release 
from support [Non-acquiescence]. Tax- 
payer held an option, valued at $360,000, 
to buy stock owned by his wife. In 
their divorce settlement he relinquished 
this option in return for her giving up 
all rights of support and inheritance. 
The court held that the taxpayer 
realized a gain (he had no basis for the 
option) and that it was long term capi- 
tal. The Commissioner had argued that 
gain arose from the failure to exercise 
an option, taxable as short term by the 
specific provision of the Code. The Tax 
Court saw no merit in this argument 
saying that the gain was not attributable 
to a failure to exercise an option; the 
option was terminated by court decree. 
Stauffer Estate, 30 TC 1244, 
IRB 1959-32. 


non-acq., 


Improvements by stockholder to land 
leased by him to corporation increase 
basis of land, not stock. Taxpayer leased 
land to his two controlled corporations, 
which were to construct rental housing 
projects on the land. As a prerequisite 
to obtaining an FHA mortgage, taxpayer 
made certain improvements to the land 
at a cost of some $49,000. In computing 
gain on the later redemption of his 
stock in the corporation, taxpayer in- 
cluded in his basis the cost of the land 
improvements. Taxpayer argued that 
since the improvements were required 
to obtain adequate financing, they made 
possible the construction of the income- 
producing projects and taxpayer was 
therefore protecting and enhancing his 
stock investment. The Tax Court finds 
that the improvements benefited tax- 
payer more as owner and lessor of the 


land and therefore their cost increased 


his basis for the land. Taxpayer could 
have transferred the land to the corpo- 
rations outright but chose to lease in- 
stead. Also, the improvements were not 
treated as a capital contribution on the 
books of the corporations. Spangler, 32 
TC No. 67. 


Partially constructed hotel was not 
abandoned. Taxpayer owned Nevada 
land on which he decided to build a 
luxury hotel. After he had paid some 
$25,000 for architectural plans and a 
foundation, three suits were started 
against: taxpayer. Since two-oef the suits 
attacked taxpayer's title, construction 
was halted. Four years later, while con- 
struction was still in limbo, taxpayer 
claimed an abandonment loss of $25,000. 
By this time, the two actions involving 
title had already been decided in favor 
of the taxpayer and the third suit for 
damages was still pending. Taxpayers 
retained title until several years later 
when he sold the property. The Tax 
Court disallows the loss, ruling that an 
abandonment occurs when the property 
loses its useful value and as a result the 
taxpayer performs some affirmative act 
of abandonment. The property here had 
in fact tripled in value as indicated by 
offers received from several people de- 
sirous of buying the property and com- 
pleting construction of the hotel. The 
fact that the outcome of the pending 
suit would not affect his title and that 
the taxpayer intended to resume con- 
struction upon conclusion of the litiga- 
tion helped defeat 

Burke, 32 TC No. 66. 


taxpayer's claim. 


Portion of business expense disallowed 
as unsubstantiated. Taxpayer estimated 
that he spent $10 per week in out-of- 
pocket entertainment expenses for his 
sole proprietorship. At the end of each 
of the years 1954 and 1955, the business 
paid him $500 as a reimbursement. The 
Tax Court finds that taxpayer’s vague 
and inconclusive records showed ex- 
penditures of at least $200 and $300 in 
the respective years and limits taxpayer’s 
deduction to those amounts. McCamant, 
32 TC No. 70. 


Election to use installment method was 
not timely. Taxpayers sold a skating 
rink in 1955 for $74,000 and realized a 
substantial gain. They received $15,000 
down and the balance was payable in 
installments over several years. Tax- 
payers, being poorly advised, did not re- 


port the sale or any part of the gain in 
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their 1955 return. In 1957, taxpayers 
filed an amended return for 1955, 
elected the installment method and re- 
ported part of the gain. The final Regu- 
lations under the 1954 Code require an 
election in the return for the year of 
the sale. However, these regulations, 
adopted in 1958, were not retroactive. 
The court reaffirms several of its pre- 
vious decisions which held that a tax- 
payer must make an election in the year 
of sale in order to obtain the benefit of 
the installment sales provisions. Ireland, 
32 TC No. 89. 


Lien date fixes tax accrual. In October 
1953 the Ohio legislature amended the 
statute to provide that local property 
taxes become a lien on January 1. Ac- 
cordingly, taxpayer, on the accrual basis, 
may deduct 1954 taxes in its fiscal year 
ended January 31, 1954. Metropolitan 
Co., DC Ohio, 6/24/59. 


Recovery of damages to cotton crop is 
ordinary income. Taxpayers, operators 
of a Mississippi cotton plantation, used 
an insecticide which damaged their cot- 
ton crop. They recovered about $19,000 
in damages from the distributor of the 
insecticide and assigned their claim to 
the distributor so that he might pursue 
his rights against the manufacturer. Be- 
cause of this assignment, taxpayers argue 
that their recovery represented the pro- 
ceeds of a sale and were thus reportable 
as Capital gain. The Tax Court invokes 
the doctrine of substance over form to 
find that taxpayers here had ordinary 
income since they received damages for 
loss of profits. The assignment was mere- 
ly an accommodation to the distributor 
and does not affect what in substance 
took place. Longino Estate, 32 TC No. 
78. 


Retired bonds were registered; capital 
gain allowed. Taxpayer was the holder 
of certain corporate bonds which were 
originally issued in unregistered form. 
In 1952, the corporation authorized the 
registration of these bonds and stamped 
the word “registered” on each bond so 
as to read “Pay to the order of Regis- 
tered Bearer.” In addition, the corpora- 
tion kept a record as to the ownership 
of the bonds. The Tax Court finds that 
the requirements of both the 1939 and 
1954 Code with respect to registration 
were satisfied and that capital gain re- 
sulted on retirement even though the 
bonds were not registered when issued. 
Miller, 32 TC No. 84. 
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New Ruling jeopardizes many stock-option 


plans; IRS view on valuation unsound 


5 pee IRS has just ruled that re- 
stricted stock-option plans do not 
qualify if they attempt to insure com- 
pliance with the Code by tying the 
option price to any subsequent IRS de- 
termination of value. This Ruling (59- 
243, IRB 1959-29,11) is unsound and 
should be re-examined by the Treasury. 
It may be possible that the IRS does 
not realize how widespread is the use of 
provisions such as those now ruled out, 
and it may not have realized how drastic 
would be the impact of the new Ruling. 

The Ruling poses the question of 
whether a stock option would qualify 
as a “restricted stock option” under Sec- 
tion 421, where the option was issued 
under a plan which contained, in addi- 
tion to provisions establishing a reason- 
able method for determining the fair 
market value of the stock on the date of 
the grant (by reference to New York 
Stock Exchange transactions in the 
stock), a provision that, “If the United 
States Treasury Department concludes 
that such fair market value is not the 
fair market value within the meaning 
of Section 421, then the option price 
will be 95% of the fair market value 
of the shares at the date of the grant of 
the option as determined by the Treas- 
ury Department.” 


Basis of ruling 


The Department stated in its ruling 
that: (1) it was not necessary for the 
determine that any 
particular amount is the fair market 
value of stock in order to determine the 
application or non-application of Sec- 
tion 421; (2) private parties could not 
by contract require the Treasury Depart- 
ment to assume the function of deter- 
mining the fair market value for the 
parties; and (3) an option issued under 


Commissioner to 


by STANLEY C. SPRINGER 


a plan containing such a provision does 
not qualify as a restricted stock option 
under Section 421 because the option 


price is not fixed or determinable at the - 


date of the grant. 

The Ruling appears to be incorrect 
on all three counts. 

In order for a stock option to be a 
“restricted stock option” under Section 
421 the option price must be at least 
85% of the fair market value of the 
stock at the date of grant of the option, 
and if the option price is less than 95% 
of such value, the spread is subject to 
taxation as ordinary income upon dis- 
position of the stock by, or death of, the 
optionee. 

It seems clear, therefore, that a de- 
termination of the fair market value of 
the stock on the date of grant is a sine 
qua non to a determination of whether 
the option is a “restricted stock option” 
under Section 421 and to a determina- 
tion of the tax treatment of any spread 
on disposition of the stock. 

The fair market value determination 
was, and continues to be, such a prob- 
lem to tax practitioners attempting to 
advise clients with respect.to restricted 
stock option plans, particularly where 
the stock involved is not publicly traded 
on a regular basis, that many practi- 
tioners conceived, independently of each 
other, the device which appeared in the 
plan involved in the above Ruling. That 
is, to use reasonable effort to 
make a fair determination, or establish 
a reasonable method for the determina- 
tion, of the market value of the stock on 
the date of grant of the option (i.e., 
appraisal, exchange transactions, etc.) 
and then add a protective provision 
which would operate only if the Treas- 
ury Department, of its own volition, 
stepped in and determined that the fair 


every 


market value was a different amount, in 
which event the plan automatically ad. 
justed itself so as to comply with that 
determination. 

The severity of the problem is eay 
to see. Favorable tax treatment is ayail- 
able if the stock option qualifies as a 
“restricted stock option” under Section 
421 and the percentage-of-fair-market- 
value feature is an essential requirement, 
yet in many cases it was, and still is, im. 
possible to use a figure or method which 
is not subject to challenge by the Treas. 
ury Department. Unfortunately, that 
challenge may not come, and the issue 
may not be resolved, until years after 
the option has been granted. 

There was no basis for the Treasury 
Department to take the view, as it did 
in this Ruling, that the provision was an 
attempt to impose upon the Treasury 
Department the function of determin. 
ing the proper fair market value for the 
parties. By its terms, the provision does 
not become operative unless and until 
the Treasury Department makes a deter- 
that the fair market value 
established by the primary method was 
not the proper fair market value. In 
this event, obviously, the Department 
would come up with a value of its own. 
This value would then be used under 
the plan. The provision does not call for 
any action by the Treasury Department 
—it merely makes the plan respond to 
any such action. 

In using the protective provision dis- 
tax practitioners were 
using their best efforts to meet the re- 
quirements of Section 421 and of the 
Treasury Department. If such a pro- 
vision were to be operative in any pat- 
ticular case, the result could only be to 
keep the stock option plan within the 
requirements of Section 421. The per 
centage of fair market value require- 
ments of Section 421 were intended to 
insure that the beneficial tax treatment 
apply only with respect to appreciation 
in the value of stock subsequent to the 
date of grant of the option and not 
where the option simply amounted to 
a chance for a bargain purchase at the 


mination 


cussed above, 


time it was granted. It seems to this 
writer that the use of the above pro- 
visions abundantly satisfies both the 
spirit and the letter of the law where 
the provision performs a solely protec- 
tive, function and is not intended as a 
primary or initial method for determin- 
ing the option price. 

Undoubtedly, there are many plans 
now in existence and under which stock 
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(Mr. Springer is a member of the law 
department of Libby, McNeill & Libby, 
Chicago.] 





options have already been issued, which 
contain such a provision, and in view 
of Regulation Section 1.421-4 (c) (2), 
which states that “Any change in the 
terms of an option for the purpose of 
qualifying the option as a restricted 
stock option .. . is a modification,” any 
amendment of any such plans or options 
in order to comply with Revenue Rul- 
ing 59-243 might well be treated as a 
“modification’”” within the meaning of 
Section 421(e) and therefore the option 
price would, in many cases, have to be 


changed to the disadvantage of the 
optionee in order to comply with the 
required percentage of fair market value. 
The situation may be even more serious 
for taxpayers holding stock already ac- 
quired under such options. 

It is submitted that Revenue Ruling 
59-243 is not sound and should be re- 
examined by the Treasury Department. 
If the Department still cannot agree that 
the use of such a protective provision is 
proper, it should ameliorate the harsh 
consequences which would result from 
disqualification of existing plans and 
from treatment of conforming amend- 
ments as “modifications” under section 
421(e). vr 


Constructive receipt of oil bonus in 


Cowden raises deferred salary question 


- Tax Court decision in Cowden 
(32 TC No. 73) that oil advance 
royalties, actually payable over three 
years, were constructively received on 
signing of the lease is being read with 
great care by tax men worried about the 
constructive receipt problem in the ever 
more popular deferred compensation 
arrangements. Whenever, for one reason 
or another, a qualified pension plan is 
not a satisfactory way of deferring com- 
pensation, high-bracket employees strive 
to achieve postponement of salary to 
later, presumably lower-bracket, years 
that the employer is 
firmly bound to make the payment but 


in such a way 
yet the employee is neither in construc- 
tive receipt of the compensation prior 
to actual receipt nor does he have an 
asset with taxable value in the em- 
ployer’s promise. The Cowden case may 
well be a foreshadowing of the Tax 
Court’s position on deferred compensa- 
tion when a case squarely on the issue 
is presented to it. Of course, most de- 
ferred compensation arrangements lean 
heavily on numerous recited contingen- 
cies which can cause the employee to 
The 
usually required to render consultative 


forfeit his rights. employee is 
services and to refrain from aiding a 
competitor; sometimes the amount of 
the payment is made to depend on the 
nature of 
things, however, the employee is not 


employer’s profits. In the 


going to allow the insertion of condi- 
tions really likely to cause forfeiture and 
some tax men caution against too much 
reliance on them [See discussion at 10 
JTAX 110, February 1959—Ed.] Should 





contingencies prove to be little protec- 
tion against tax, the questions of con- 
structive receipt and economic value as- 
sume greater importance and the Tax 
Court interpretation of these concepts in 
the Cowden case, which was a reviewed 
decision, is significant. 


Cowden facts 


and other members of his 


family owned land in Texas. In April 


Cowden 


of 1951 they leased part of it to Stano- 
lind Oil and Gas Company under agree- 
ments which provided for bonus or ad- 
vance royalties of about $10,000 in 1951 
and $250,000 in 1952 and in 1953. The 
Tax Court found as facts that “in nego- 
tiations leading to the lease and agree- 
ments, no terms were discussed which 
varied substantially from those actually 
reached, and no other or further agree- 
ments were made. However, Stanolind’s 
budget system, within which the trans- 
action in question was authorized, was 
prepared on the premise of immediate 
cash payments, and petitioners could 
have received the full amount of the oil 
bonus or advance royalty at once. The 
payments were deferred solely because 
of the wishes of the taxpayer. He also 
then intended to sell or assign the bonus 
agreements prior to their maturity. He 
believed the bonus agreements had a 
fair market value at the time of their 
execution.” 

In November 1951, taxpayer assigned 
the bonus due him in 1952 to a bank 
which paid him the amount of the pay- 
the ad- 
vance. In 1952 taxpayer similarly dis- 


ment, discounted because of 
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counted the 1953 payment. On the dis- 
counting the Tax Court found that 
“prior to the assignments of the de- 
ferred payments, at the time it first 
began to deal in them in 1950 or 1951 
the bank obtained an opinion from its 
counsel that the obligations represented 
thereby were ‘direct and bankable.’ The 
bank had, over several years, acquired a 
number of other such obligations in 
like manner. Such transactions, however, 
were not considered commonplace. After 
such assignments, generally the bank 
looked solely to the credit of the oil com- 
pany, and did not consider the credit or 
recourse of the assignor. 

“In 1951, but after the first series of 
assignments,” the Tax Court found as 
a fact, “Stanolind attempted to prepay 
to the bank the amounts due in 1952. It 
did not do so because petitioners refused 
to sign an agreement specifying that 
such payment should be in satisfaction 
of Stanolind’s obligation in respect of 
the 1952 payments. In 1952, Stanolind 
was willing to prepay the 1953 pay- 
ments, but did not seek to do so be- 
cause of the previous attitude of peti- 
tioners and the probability that they 
would prove no more cooperative than 
before. The bank was willing to accept 
prepayments, but could not do so be- 
cause Stanolind required petitioners’ 
signatures. 

“The obligations of Stanolind for the 
payment of the portions of the bonus 
payable in 1952 and 1953” the court 
concluded, “were readily and immedi- 
ately convertible to cash at their full 
face value upon execution and delivery 
of the lease and accompanying written 
agreements in April 1951 and remained 
so to and through their maturity date. 
Such obligations of Stanolind, at the 
time of their creation in April 1951, had 
a fair market value equal to their face 
value.” 


The majority holding 

The taxpayers argued that executory 
contracts to make future payments in 
money do not have a fair market value, 
but offered no proof that their right to 
future payments had no value. The Tax 
Court said that the cases on which tax- 
payer relied could be distinguished. “In 
none of those cases,” the Tax Court said 
in its opinion, “were there findings of 
fact, as there are here, that the bonus 
payors were perfectly willing and able 
at the time of execution of the leases 
and the bonus agreements to pay such 
bonus in an immediate lump sum pay- 
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ment; to pay the bonus immediately in 
a lump sum at all times thereafter until 
the due dates under the 
that [taxpayer.—Ed.] believed the bonus 
agreements had a market value at the 
time of their execution; that a bank in 
which he was an officer and depositor 
was willing to and in fact did purchase 


agreements; 


such rights at a nominal discount; that 
the bank considered such rights to be 
bankable and to represent direct obliga- 
tions of the payor; that the bank gen- 
erally dealt in such contracts where it 
was satisfied with the financial responsi- 
bility of the payor and looked solely to 
it for payment without recourse to the 
lessor and, in short, that the sole reason 
why bonuses were not immediately paid 
in cash upon execution of the leases in- 
volved was the refusal of the lessor to 
We are 
vinced from the particular facts of this 


receive such payments. con- 
case that, contrary to the facts in the 
cited cases, here the bonus payments 
were not only readily but immediately 
convertible to and were the equivalent 
of cash and for that reason had a fair 
market value in their face amounts. This 
value, less depletion allowances, repre- 
sents ordinary income to petitioners 
upon the date of execution and delivery 
of the leases and the agreements to pay 
bonuses in the future taxable under sec- 
tion 22(a) of the 1939 Code. Harry 
Leland Barnsley, 31 TC No. 130, (March 
31, 1959). 

“The fact that petitioners reported 
their taxable income on the cash basis of 
accounting,” the opinion of the court 
concluded, “is of no consequence here 
for no matter on what basis income is 
reported where, as here, an immediate 
payment in money or its equivalent is 
made as consideration for the execution 
of a lease, that payment constitutes tax- 
able income under any accounting and 
reporting method.” 


The dissent 

Judges Forrester and Fisher dissented 
from the majority decision in a strong 
opinion warning that the majority was 
greatly extending the doctrine of con- 
structive receipt. Judge Forrester wrote 
that the conclusion of the majority of 
the Tax Court was that “taxpayers are 
not free to make the bargain of their 
choice, even though that bargain be 
made at arm’s length with a third party.” 
[' 1Section 111(b) provides the amount realized 
from the sale or other disposition of property 
shall be the sum of any money received plus 
the fair market value of the property (other than 


money) received.—Ed. | 
{* The broad definition of income.—Ed. | 
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“That conclusion,” he said, ‘seems 
to be based on the narrow premise that 
Section 111(b)! cannot apply because of 
the character of the thing bargained 
away and upon the broad premise that 
this particular contract with Stanolind 
was the equivalent of cash in petitioners’ 
hands and therefore taxable under Sec- 
tion 22(a).? 

“As to the narrow premise it seems 
clear to me that the word ‘property’ in 
Section 111 (b) was intended to mean 
‘something of value’ whether real, per- 
sonal, tangible, intangible, or as here, 
the right and power to demise. . . . 

“As to the broad premise of the 
equivalent of cash, the majority cites no 
case which has gone so far down the 
road of constructive receipt. Harry Le- 
land Barnsley, 31 TC No. 130 (March 
31, 1959), dealt with negotiable notes 
having a stipulated fair market value. 
Indeed, Barnsley, by way of dictum, in- 
dicates a contrary result in the instant 
case and approves Alice G. K. Kleber, 
43 BTA 477, which is factually similar. 

“The basic questions for resolution in 
constructive receipt cases are whether 
the thing received was received in satis- 
faction of the obligation, or merely as 
evidence thereof . . ., and if the former, 
its fair market value. In resolving these 
questions courts have usually drawn the 
line at negotiable instruments . . . such 
instruments have acquired the status of 
property, separate and apart from the 
obligations they represent. Perry (152 
F.2d 183) made the distinction by stat- 
ing that a simple contractual promise to 
pay had intrinsic value, but not the fair 
market value required by the statute. 
“... The reason for thus drawing the 


line is clear. A negotiable promissory 
and _ easily 


chiefly because equities and defenses 


note is freely negotiable 
available between the original parties 
thereto are not available as against a 
third-party purchaser for value before 
maturity and without notice. This rule 
does not extend to such unique rights 
as the simple, executory promise to pay 
in the future in the 
case. 


involved instant 

“True, the facts indicative of intrinsic 
value of the Stanolind contracts are 
strong, other cases have 
solvent obligors. 


but involved 


the Stanolind contracts were 
discounted at almost face value, but not 
to a stranger, for Frank Cowden, Sr., was 
a director of both First National Bank 
of Midland and of First Mortgage Com- 
pany, Midland, and it is found as a fact 


“True, 


that the bank did not consider such 
transactions commonplace. 

“Thus the result reached by the ma- 
jority can only be based upon the propo. 
sition that Stanolind have as 
willingly paid the bonuses in cash on 
execution of the lease and _ therefore 
these cash basis taxpayers were in con- 
structive receipt of the cash. 

“In my view this is a far reaching and 
dangerous extension of the doctrine of 
constructive receipt. Petitioners should 
be taxed on the basis of the transaction 
into which they actually entered, not 
one into which they might have or could 
have entered. 


would 


“It has been axiomatic that a taxpayer 
is free to cast his transactions in any 
manner he may choose, and the tax 
consequences of such transactions are to 
be based on what he did, not what he 


could have or might have done, the only 


qualification being that he must in fact 
have done what he claims, not merely 
appear to have done so. 

“Here, taxpayers could have entered a 
transaction entitling them to full cash 
payment in 1951, and in such instance 
would have been then taxable upon the 
entire amount of the bonus or advance 
royalty. But no such transaction ma- 
terialized. The majority is in the posi- 
tion of ignoring that fact and taxing 
them as though it had.” 

In view of the importance of the doc- 
trine of constructive receipt it is to be 
hoped that his case will be carried to 
higher courts and the Tax Court doc 
trine Court of 
Appeals. % 


will be reviewed by a 





New decisions 


*xCan deduct payments to employees 
from nonqualified plan; Regulations 
invalid. Taxpayer's employees had only 


forfeitable interests in its profit-sharing 
trust, but as a group rights were not 
forfeitable. Rejecting taxpayer's claim 
that ‘the contributions to the plan are 
deductible when made, the court states 
that the requirement of nonforfeitability 
refers to the rights of individual bene- 
ficiaries. The court permits deduction, 
however, in the year in which the profit- 
sharing trust makes payment to the 
employees. The payments became non- 
forfeitable to the individual employees 
at that time, and it does not matter 
whether it is the taxpayer or the profit 
sharing trust that makes the payments. 
Section 29.23(p)-11 of the Regulations 
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under the 1939 Code prohibiting such 
deduction are contrary to the intention 
of Congress and therefore incorrect. 
(Section 404(a)-12 of the Regulations 
under 1954 are similar to the regulation 
for the 1939 Code.—Ed.] Russell Mfg. 
Co., Ct. Clms., 7/15/59. 


Pension plan not automatically disquali- 
fied upon deletion of provision barring 
discrimination at termination. An em- 
ployees’ pension plan contained the 
necessary provision that benefits under 
the plan be recomputed in the event of 
its termination within 10 years of the 
date of its existence to prevent discrim- 
ination in favor of a prohibited class of 
employees. Modification of the plan by 
deleting this provision, the IRS rules 
will not necessarily disqualify the plan 
when it terminates within the first ten 
years by reason of the liquidation of the 
employer, provided the ratio of benefits 
to current compensation, per year of 
service, is not in fact discriminatory. 
Rev. Rul. 59-241. 


Trustee not an employee can’t get 
“back pay.” A trustee received fees cov- 


ering earlier years. He reported the fees 
as “back pay” under Section 107(d) of 
the 1939 Code. The Tax Court, denying 
this treatment, held that the back-pay 
provisions apply only to employees, and 
a trustee is not an employee. This court 
affirms. Schofield Estate, CA-6, 4/3/59. 


Preparation of final estate accounting 
not a divisible employment for back-pay 
relief. In order to be entitled to the 
spreadback relief for back pay, the pay- 
ment must be not less than 80% of the 
total compensation from an employment 
covering a period of 36 months or more. 
The IRS rules that a lump sum payment 
received by an attorney from the trustees 
of an estate as a fee for preparing the 
final formal account of the estate may 
not be treated separately from other 
for the 
trustees during the administration of 


amounts received as attorney 
the estate for the purpose of qualifying 
the lump sum payment as back pay. It 
is not itself an employment. Rev. Rul. 


59-161. 


Corporate officer cannot qualify lump 
sum payment as long-term compensa- 
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tion. Taxpayer was the principal officer 
of a real estate corporation which in 
1937 rented space in a building for 
twenty years and agreed to manage the 
whole building. Taxpayer then con- 
tracted with the corporation to perform 
this service for it; in addition to his 
regular salary he would be paid a lump 
sum at end of the twenty-year 
period. In 1957 taxpayer received that 
lump sum and sought to qualify it as 
long-term compensation under Section 
1301 which provides for a limitation of 
tax if an employment (defined as one 


the 


requiring personal services to effect a 
particular result) covers 36 months or 
more, and the gross compensation from 
the employment received in the tax- 
able year is 80% or more of the total 
compensation. The IRS rules that the 
20-year services are not separable from 
the other services he rendered to the 
firm for which he received compensa- 
tion. They were general personal serv- 
ices like his regular duties as an officer, 
rather than special services to effect a 
particular result. Special relief as long- 
term compensation is therefore not ap- 
plicable. Rev. Rul. 59-176. 


— 
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Patronage dividends probably will stay 


tax free; change in law now unlikely 


by E. J. FARRELL 


The Commissioner has announced that he will follow the court decisions that 


have freed most patronage dividends from tax, and, with the Congressional de- 


cision that hearings on the Treasury proposals to tax them are to be deferred to 


1960, it appears that for the first time in years the tax status of patronage dividends 


is unclouded. Mr. Farrell explains the kind of dividend taxfree under the cases 


and considers briefly the proposals for change. 


" Cyeabaganed ARE BIG BUSINESS and 
their patronage dividends are sub- 
stantial; taxfree, as most of them are 
now, they are a source of income the 
Treasury is trying to tap. There were 
in 1956 9,872 farm cooperatives in the 
United States embracing a total mem- 
bership of 7.6 million patrons with a 
business volume in excess of $10 bil- 
lion.1 With an estimated national farm 
population of 4.72 million families it is 
obvious that many farmers belong to 
further- 
more, many businesses outside the agri- 


more than one cooperative; 


cultural field are cooperatives. 

The first farm cooperative was organ- 
ized more than 100 years ago and in 
1910 there were more than 1,4008 farmer- 
owned grain elevators in the United 
States. But the great growth of co- 
operatives came later and inevitably 
some persons charged that they were un- 
duly favored by the tax law. Any dis- 
cussion of the taxation of cooperatives 
generates intense feelings and on at 
least one occasion resulted in a full-scale 
Congressional investigation.4 


Tax preference not new 

Congress has always given coopera- 
tives some degree of tax exemption; 
every revenue act from 1913 down to 
1951 made provision for the complete 
exemption of co-ops. Since the require- 
ments for complete exemption were 
quite rigorous many co-ops chose to 


forego this exemption rather than sub- 
mit to restrictions on their operations. 


This split cooperatives into two major 
groups, the exempt co-ops and the non- 
exempt co-ops. The exempt co-ops had 
to show only that they met the tests of 
exemption to be completely free of 
tax, while the non-exempts had to file 
regular corporation returns and compute 
taxable income under the regular provi- 
sions of the Code. Both groups paid 
patronage dividends and the non-ex- 
empts seeking to deduct the dividends 
found no specific provision in the law. 

Back in 1918, some long-forgotten 
treasury official issued the first ruling 
(TD 2737, June 1918) on patronage 
dividends to the effect that such periodic 
refunds by cooperative societies tended 
to reduce the net income of the organ- 
ization. Since the Revenue Act of 1916, 
in force at that time, made no mention 
of patronage dividends, he justified this 
finding by adding the following state- 
ment: “This ruling is in accordance 
with settled practice in the administra- 
tion of the income tax laws, adopted be- 
cause the real purpose of such organiza- 
tions is to furnish goods at cost.” 

Thirty-one years later a District Court 
in Iowa cited 185 court decisions, 19 
Treasury Department rulings, 35 law 
review articles, and various textbooks 
and other publications to arrive finally 
at the same conclusion.5 

Although factors have con- 
tributed to this confusion, the one fac- 
tor that stands out above all others is 


many 


the complete absence for many years of 
statutory authority to either exclude or 


deduct these allocations. As a result. 
every court had to work out a decision 
on some theory of basic property rights. 

The general rule of taxation is that 
the taxpayer who claims a deduction 
must point to some section of the law 
which authorizes the deduction. With 
no statutory authority for a deduction, 
the first presumption is that the patron- 
age dividend is like any other dividend 
and therefore should not be considered 
in the computation of taxable income. 
That first published ruling, you will 
note, neatly side-stepped this issue and 
did not purport to be issued under any 
specific section of the law nor did it 
attempt to determine whether the 
amounts refunded were deductions from 
taxable income or items that should 
have been excluded from the income of 
the organization from the beginning. 
It merely stated that such refunds 
“tended to reduce the net income of 
the organization.” Subsequent rulings® 
were more definite and were issued un- 
der the sections defining what was to 
be included in income and what could 
be excluded. 

The courts had more difficulty in 
justifying the exclusion of these refunds 
from the income of the cooperative. Some 
courts adopted the theory that the co- 
ops were merely agents for patrons, and 
as in any other agency relationship the 
income was taxable to the principal and 
not to the agent. Other courts looked 
at the co-ops as trustees acting in a fidu- 
ciary capacity for their patrons. Another 
theory considered these organizations as 
being similar to partnerships and there- 
fore taxable in a similar manner.‘ 

On the other hand, 
adopted the 


some courts 
“command of 
theory and held that even where the 
cooperative had issued certificates of 
allocation to its patrons, so long as the 
reserve against which the certificates 
were issued was subject to the command 


income” 


or control of the cooperative, there 
could be no exclusion from the income 
of the cooperative. 

In some cases the cooperatives were 
taxed on earnings despite pre-existing 
obligations to refund excess earnings 
to patrons, on the ground that these 


1 Coop. Grain Quarterly—Volume 17, Number 1, 
Page 6. 

2 Ibid. page 5. 

* Ibid. page 99. 

* House Report No. 1888, 79th Cong. 2nd Sess. 
(1946). “Competition of Cooperatives with Other 
Forms of Business Enterprise.” 

5 Farmers Cooperative Co. v. Birmingham, 86 F. 
Supp. 201 (1949). 

*IT 3208, 1938-2 CB 127. 

7 See Farmers Cooperative v. Birmingham, 86 F. 
Supp. 201, for a complete discussion of these 
theories. 
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agreements were anticipatory assign- 
ments of income and therefore taxable 
to the cooperative rather than to as- 


signees. 


The 1951 law 


The Revenue Act of 19518 attempted 
to end some of this controversy by re- 
pealing the section granting complete 
exemption for some farm cooperatives, 
and adopting new sections for formerly 
exempt associations. These sections pro- 
deductions for limited 
dividends on capital, on amounts al- 


vided specific 


located from income not derived from 
patronage and on patronage dividends.® 
Jt is interesting to note that this section 
provided that the deduction for patron- 
age dividends was to be taken into ac- 
count in computing taxable income in 
the same manner as in the case of a 
cooperative organization not previously 
exempt. Since there existed no previous 
statutory authority for the deduction 
of patronage dividends by the taxable 
cooperatives, this expression of the will 
of Congress was interpreted as Congres- 
sional approval of the long-standing ad- 
ministrative rulings on patronage divi- 
dends. 

This legislation also settled the much 
litigated question of time of allocation 
of patronage dividends. It provided that 
patronage deductible 
whether paid in cash, merchandise, cap- 


dividends were 


ital stock, revolving fund certificates, 


certificates of indebtedness, letters 
of advice, or any other manner that 
disclosed to each patron the dollar 
amount of his dividend. 

‘he Commissioner, in an attempt to 
issued regula- 


tions!® providing that all certificates 


button up loopholes, 
or jetters of advice were taxable to the 
recipients when received to the extent 
of their full face amount. Since most of 
their certificates had no immediate cash 
value, patrons resisted the assessment of 
income tax on these paper allocations 
and litigation began. 

The Carpenter case, 20 TC 603, de- 
cided by the Tax Court in 1953, held 
that a cash basis taxpayer received in- 
come only to the extent of the fair mar- 
ket value of the certificates. The Com- 
missioner argued that since the coop- 
erative had been allowed a deduction 
for the face amount of the certificate, 
the same amount should be taxable to 
the patron. The Court pointed out 
that the cooperative and its patrons 
were different taxable entities and it 
did not necessarily follow that what 








the cooperative excluded from income 
was automatically income to its pa- 
trons. This decision was affirmed by 
the Court of Appeals for the Fifth 
Circuit (219 F.2d 635, CA-5, 1955). 

In 1957, in Long Poultry Farms, Inc. 
27 TC 985, the Tax Court held that an 
accrual basis taxpayer must report the 
face amount of a patronage allocation 
when the only real uncertainty was 
the time of payment. The taxpayer ap- 
pealed to the Court of Appeals for the 
4th Circuit. The Commissioner relied 
on his regulations!! which specifically 
stated that such dividends were taxable 
to the recipients in their full face 
amount. The Commissioner maintained 
that in 1951, when Congress granted 
the right to the deduction to the co- 
operatives, they relied on testimony be- 
fore the committees of Congress that 
such dividends would be returned for 
taxation by the recipients. 

However, the Court of Appeals re- 
versed the Tax Court (249 F.2d 726, 
CA-4, 1957) and pointed out that, while 
Congress had granted the right to the 
deduction to the cooperatives, they had 
left the matter of taxing the dividends 
to the recipients to be dealt with by 
existing law. Since the certificates in 
question had no market value and were 
payable only if and when the directors 
should so decide, the court held that 
they were too contingent to be properly 
accruable as income in the year re- 
ceived. The court went further and 
struck down the Commissioner’s regula- 
tion in the following words: 

“But to the extent that this regu- 
lation is contrary to existing law or 
attempts to tax as income what is not 
income under law, it is, of course, void 
and of no effect. To require the in- 
clusion in income of contingent credits 
such as are here involved would be 
to require the patrons of cooperatives 
to pay tax upon income which they 
have not received, over which they have 
been given no control, and which they 
may never receive. Apart from the ques- 
tion of constitutionality of such a re- 
quirement, which would be a serious 
one, it is a safe assumption that Con- 
gress never intended to impose upon 
the patrons of cooperatives the hardship 
and burden which the taxability of these 
contingent credits would involve.” 

Early in 1958, the Commissioner an- 
nounced!2 that he would follow the 
principles set forth in the Carpenter 
and Long Poultry Farms cases and re- 
vise his regulations accordingly. Since 
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[Mr. Farrell is a partner in the account- 
ing firm of Gauger and Diehl, Decatur, 
Illinois and a member of the Committee 
on Taxation of the Illinois Society of 
CPAs. This article is based on his tax 
comments appearing in the Summer 
1959 issue of the Illinois Certified Public 
Accountant.| 





practically all patronage certificate al- 
locations are contingent in nature and 
very few have any real market value, 
the cooperatives escape taxation by mak- 
ing contingent allocations and the pa- 
trons escape taxation for many years 
and possibly forever. 

It is to remedy this situation that the 
Treasury Department submitted pro- 
posed legislation designed to insure the 
ultimate payment of a single tax on 
cooperative income. After years of re- 
lying on administrative fiat and con- 
flicting court decisions, the ‘Treasury 
Department now asks for an entirely 
new subchapter to the Code, “Subchap- 
ter T—Tax Treatment of Patronage Al- 
locations.” This is the proposal now be- 
fore Congress. 


Details of proposed law 

The proposed Subchapter T will al- 
low a deduction to the cooperative only 
if the dividend is paid in cash or in 
the form of an unconditional promise 
to pay the face amount plus 4% inter- 
est within three years. The patron will 
be required to report only the amount 
of cash received. The statute further 
provides that if the cooperative fails to 
pay within three years then the deduc- 
tion shall not be allowed for any year 
and the statutory period for deficiency 
assessments is extended so that the year 
in which the deduction was claimed can 
be adjusted. 

This appears to be fair and equitable 
treatment for both the cooperative and 
its patrons. Although representatives of 
the cooperatives have already objected 
vehemently to the three year require- 
ment, this appears more than generous 
when it is compared to the requirement 
imposed on the building and loan asso- 
ciations. These associations are allowed 
deductions for dividends to members 
only if actually paid in cash or made 
available for withdrawal during the tax- 
able year.13 w 
5 Sections 313 and 314, Revenue Act of 1951. 
=” 101(12), IRC 1939; Section 522, IRC 
is Regs. 111, Section 29.22(a) 23. 

11 Regs. 118, Section 39.22(a) 23. 


12 TIR-69, 2/14/58. 
18 Section 591, IRC 1954. 
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How taxfree exchanges freed some 


investors locked into real estate 


by HERBERT BERNFELD 


The wise tax advisor is not merely expert in the narrow technicalities of his 


specialty; as advisor and counselor to the businessman and the investor he must 


be aware of the significance of business deals adapted to take advantage of tax rules. 


Here Mr. Bernfeld, who is a real estate man and not a tax expert, tells us of several 


tax-motivated real estate exchanges in which he participated. 


XCHANGES AND TRADES are nothing 
E new in real estate. But, with taxes 
more and more important, and with 
investors being guided by their tax ad- 
visors, the exchange method is rapidly 
becoming a common means of making 
changes in real estate investments. 

As is well known, the average high- 
bracket investor should have some real 
estate in his portfolio. The tax shelter, 
the possible cash flow, and the personal 
holding that 
real estate provides, need no elabora- 
tion here. [See Boughner, How the Tax- 
wise Investor Buys Real Estate Today, 
9 JTAX 30, July 1958.—Ed.] 

With the channeling of investment 
dollars into equities because of the infla- 
tionary threat, and the necessary result 
of this demand for equities, the rise in 
their value, many investors have found 
locked in the 


company opportunities 


themselves real estate; 
owner can’t realize his profit, pay the 
taxes thereon (capital gains) and re- 
invest the proceeds to secure equivalent 
or better yield. 

All investors faced with a decision to 
switch equities sometimes say, “I know 
what I but I 
I’m going to get.” This attitude is par- 


have, don’t know what 


ticularly common investors in 
real estate. All real estate, other than 


land or a personal residence, is a de- 


among 


preciable asset. Depreciation on an ap- 
preciating asset accelerates and deepens 
the freezing of equity positions. The 
only practical way to unblock is through 


an exchange. 
A client of ours had bought a large 
apartment house in 1941 at a purchase 


price of $460,000. At the time, he ex- 
pected that the value of his investment 
would gradually decline as the building 
aged. He foresaw a cash return, before 
taxes, of approximately $20,000 per year 
and depreciation that would take care 
of the recovery of his cost. However, by 
1949 the value of the dollar and the de- 
mand for real estate had so changed the 
financial picture that this client was 
able to recapture his investment by re- 
financing the property. He then owned 
the real estate without any cash invest- 
ment remaining and today is in this 
position: the property has appreciated 
in value to $1,050,000 and he has de- 
preciated the basis down to $228,000. 
He would like to sell because he feels 
that he could invest his profit in an- 
other property which could give him 
more than he is realizing today. His cash 
flow yield today is $70,000 per year be- 
fore taxes. On the other hand he feels 
that if he were to sell and pay his capital 
gain taxes of $205,500 (25% of $1,050,- 
000 minus $228,000) his remaining cash 
equity of $544,500 could be invested so 
as to increase his after-tax yield, but not 
his before-tax yield and not sufficiently 
to overcome his feeling that “I know 
what I have but I don’t know what I’m 
going to get.” 

On the other hand he felt that this 
real estate had reached its 
selling price; he really wanted to switch 
into property with potential growth. 
This man was locked-in. 


maximum 


A transaction was worked out for him 
whereby he exchanged his property for 
a large shopping center. Simultaneously 


with the exchange, the owner of the 
shopping center, a builder, took a master 
net lease on the tract. The lease pro- 
vided for a net gross rental of $80,000 
per year plus interest and amortization 
of the existing mortgages on the prop- 
erty. This $80,000 net per year would 
be increased by the amount of interest 
and amortization when, as, and, if, the 
mortgages were paid in full. New mort- 
gages would be possible if it ever be- 
came desirable to refinance. Our client 
liked the fact that he had the equity in 
a two-and-a-half million dollar property 
rather than one worth a maximum of one 
million, fifty thousand dollars. The 
larger debt gave him greater leverage. 
The taxfree exchange enabled our client 
to realize a tremendous increase in yield 
on his theoretical after-tax, cash-out, 
equity of $544,400 in the apartment 
house. 

Every businessman has seen taxfree 
exchange of automobiles, but very few 
apply this same principle to other de- 
preciable assets. The tax laws say that 
property other than securities held for 
productive use or investment may be 
exchanged taxfree for “like kind” pro- 
vided that there is no reduction in in- 
debtedness or consideration taken by 
the exchangor. The basis for the new 
asset is established by the carryover of 
the old base plus any indebtedness as- 
sumed or any additional consideration 
paid. The new asset may be depreciated. 
I do not intend to go into the deprecia- 
tion here; that is a subject that could be 
written on for days on end. 

Of course, one present requisite of the 
law is that the asset must be of like 
kind. This denotes legal chi:acter and 
not necessarily similar type of building, 
i.e., an investment must be traded for 
an investment, a property used in trade 
or business must be exchanged for a 
property to be utilized in trade or busi- 
ness. In view of the fact that all types 
of real estate may be held for invest- 
ment, exchangable property encompasses 
the entire realty market. Even where 
properties may have been utilized in the 
past for the legal 
character of these properties may be 
changed through changes in the use of 
the property. Exchanges can be adapted 
to meet the individual client’s needs. 

Another advantage of exchange is the 
opportunity to renew depreciation. In- 
vestors can find themselves with property 
held for so long there is little or no 
depreciation left; they don’t enjoy the 
cash flow which is one of the chief ad- 


another purpose, 
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[Mr. Bernfeld is a vice president of C. B. 
Snyder Realty Co., Hoboken, New Jer- 
se; he is president of New Jersey 
Traders Post #1, a market place for real 
estate exchanges and is a lecturer at the 
New Jersey Association of Real Estate 
Boards Educational Course.] 





vantages of real estate investment. But 
if such assets are sold, the tax they would 
pay on the gain would greatly reduce 
the investable proceeds. 

One client of ours in this position 
was a doctor who had a substantial per- 
sonal income. He had inherited a plot 
of vacant ground some 30 years ago and 
had a basis for it of only $6,000. The 
property had been leased to a major oil 
company which had erected a building 
on it; the lease period had elapsed and 
the property had been devoted to other 
retail purposes. The doctor had no need 
for immediate taxable income as his 
practice was substantial. The realizable 
cash value of the property was now 
$150,000 but his basis was the $6,000 
basis for his land plus some additional 
capital improvement he had made but 
which had been depreciated down to 
$10,000. His income from the property 
was completely taxable and inasmuch as 
he was in a 50% bracket, the property 
was a poor investment for him. The 
tenant of the property was anxious to 
buy it but the doctor was reluctant to 
sell; he wanted a retirement income, 
and the possibility of a secure income 
if his medical practice should diminish. 

However, after discussions with the 
owner we arranged a trade with a 
builder for an apartment house. The 
doctor got credit for his full equity and 
was able to buy the apartment house for 
$450,000 subject to a first mortgage of 
$300,000. The cost allocable to depreci- 
able assets was $306,520. Inasmuch as 
the building was new and had not been 
fully completed his tax advisors recom- 
mended the use of double-declining- 
balance method which gave him an 
original annual depreciation of over 
$15,000. This resulted in a $9,000 cash 
flow to the doctor currently and the 
prospect that, if value remained con- 
stant, he would have a_ substantially 
greater income 15 to 20 years hence. The 
builder, incidentally, sold the doctor’s 
original property to its tenant and so 
got the cash he wanted to use in his busi- 
ness. 


Trading down 


The question that many people raise 


is, “This is fine if I trade up; what 
happens if I trade down?” The realtor 
who handles any number of exchanges 
soon runs into the problem of the in- 
vestor who wants to take his profit but 
reinvest only part in a smaller property. 
In some cases this means that there must 
be three parties to a transaction rather 
than just two. In other cases part of the 
consideration is taxed and this is satis- 
factory to the trading-down client be- 
cause of his desire to free only part of 
his invested capital. There is the further 
consideration that the tax laws say that 
an installment sale may be arranged 
with cash or property. 


An installment deal 


We had a client, A, who had prop- 
erty with a depreciated basis of $150,000. 
He felt it was worth $300,000 and 
wanted to sell it for that price. It was 
mortgaged for $150,000. 

We had another client, B, who held 
fifth-rate investment property with a 
net equity of $65,000 after mortgages. B 
was anxious to exchange these properties 
taxfree. To satisfy A, who did not want 
to retain one of these properties, we had 
to make a sale of one of them with an- 
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other client of ours. Then Mr. B. was 
able to offer his properties to A but A 
received a first mortgage on one rather 
than title. The trade with A was made 
at a price of $335,000 for A’s properties. 
B paid this by the $35,000 equity in his 
properties and mortgages of $150,000. A 
is reporting the transaction on the in- 
stallment basis with $35,000 as the cash 
consideration paid on the sale and the 
rest of profit will be taxable as the 
mortgage is paid off. 

These are three sample illustrations; I 
could continue ad infinitum. The tax 
laws create the opportunity to defer 
large amounts of tax and make possible 
a shift in otherwise frozen investments. 
The encouragement of exchanges by the 
tax law has created a whole new field in 
real estate investment. 

In consultation with the client tax- 
men can often work out a solution to 
the most difficult locking-in problem. 
arranged 
without the guidance of a tax man. In 
fact, most exchanges today that are tax 
slanted are not consummated without 


Few exchanges are today 


consultation with and reassurance from 
a real estate man, an accountant and a 
lawyer. ‘ % 





TAXES HELP KEEP 
Topay’s TAX sTRUCTURE has the 
simultaneous effect of limiting the 
supply of stocks while increasing 
the demand for them, says Charles 
W. Beuk, executive vice president, 
U. S. Trust Co. 

Corporate managements have two 
reasons for preferring to raise cap- 
ital funds by borrowing rather than 
through the sale of new stock. Even 
though their shares may be quoted 
at extraordinarily high multiples of 
earnings, industrial executives with 
whom I have conferred will rarely 
consider an offering of common 
stock. It seemed for a while as 
though the relationship of interest 
dividend rates would 
eventually bring this situation more 


rates to 


nearly to normal, but interest on 
debt is deductible and even wealthy 
corporations prefer to borrow for 
this reason. Furthermore, the widen- 
ing practice of offering stock op- 
tions and various types of stock 
purchase plans prejudices some 
managements against the sale of ad- 
ditional shares. 

Capital gains taxes have had the 





STOCK PRICES HIGH 


effect of removing from the market 
large holdings of low cost stocks in 
individual hands. Although we in- 
vestment managers tell our cus- 
tomers that the avoidance of capital 
gains taxes is never a sufficient rea- 
son to retain a stock, the fact re- 
mains that many holdings are be- 
coming more firmly glued to the 
bottom of the box with every point 
of increase in the Dow-Jones aver- 
ages. A long list of fine stocks such 
as General Electric and duPont 
were undoubtedly available for sale 
in 1939 when the taxable profit was 
small, and might even have been 
pried loose from their owners at 
the level of the s,ock market in 
1949. Paradoxically they are less 
likely to be sold in 1959 than ever 
before, and every added point in 
the averages merely deepens the 
freeze. This may not represent good 
investment judgment, but it is 
nevertheless a fact. 

All this leads me to believe that 
we may be faced with a chronically 
high stock market for a long period 
ahead. 
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*No fraud in tax fee channelled to 
Democratic party. Taxpayer, as General 
Counsel to the Democratic National 
Committee, sought to raise $30,000 for 
the Democratic Party’s 1948 presidential 
campaign. He was referred to a busi- 
nessman who was seeking a tax ruling 
from the Treasury Department which 
would save him a considerable amount 
of income taxes. Taxpayer consented 
to represent him and succeeded in ob- 
taining the favorable ruling, whereupon 
the businessman paid him $65,000. ‘Tax- 
payer contributed $30,000 to the Demo- 
cratic Party, paid $17,500 as a referral 
fee and retained $17,500. Taxpayer re- 
ported $17,500 as income. Barred by the 
normal statute of limitations, the Com- 
missioner sought to open the year by 
establishing fraud by taxpayer. The Tax 
Court finds that the Commissioner had 
failed to prove, by “clear and convinc- 
ing evidence,” taxpayer’s intent to de- 
fraud the Government. At worst, says the 
court, taxpayer acted under a mistake 
of law in omitting the entire payment 
from his income and this is not the 
equivalent of fraud. Mayock, 32 TC No. 
85. 


Jury approves income_ reconstruction. 
The government reconstructed taxpayer- 
farmer’s income by a determination of 
his cash expenditures, arriving at an in- 
come nearly ten times that reported in 
the tax return. The jury approves this 
income reconstruction with some small 
adjustments, but finds the returns were 
not fraudulent. Bellflower, DC Ga., 5/ 
13/59. 


Fraud penalties against decedent up- 
held; no one appeared at trial. Deficien- 
cies and fraud penalties were asserted 
against a taxpayer who was killed in an 
airplane crash. His personal representa- 
tive made no appearance at the hearing 
and presented no evidence. The court 
holds the undenied affirmative allega- 
tions of fraud in the Commissioner’s 
answer were deemed admitted, and it 
sustains the fraud penalties as well as 
the deficiencies. Drahmann Estate, TCM 
1959-133. 


Club manager taxed on club’s earnings; 
omissions from income deemed negli- 
gent but not fraudulent. Taxpayer had 
complete control over the management 
and operations of a social club which he 
claimed to be tax-exempt although ex- 
emption was never established by the 
Service. The Commissioner reconstructed 
the club’s income which was primarily 
from a restaurant and bar, and con- 
cluded that taxpayer received such net 
income each year without any restric- 
tion on its disposition, being free to use 
the income as his own. In the absence 
of any proof overcoming the Commis- 
sioner’s presumption of correctness, the 
court holds him taxable on the net in- 
come which it assumes he had diverted 
for his own use and benefit. The court 
also holds that the deficiencies are sub- 
ject to the 5-year, rather than the 3-year, 
statute of limitations since taxpayer's 
failure to report the club’s income (plus 
certain rental income) constituted an 
omission of more than 25% of the in- 
come reported in his return. The omis- 
sion is not considered fraudulent but 
rather negligent in the light of tax- 
payer’s limited education, his inability 
to read readily, his failure to understand 
legal tax requirements, and his failure 
to obtain competent tax advice. Grant, 
TCM 1959-137. 


Bar income reconstructed by measure- 
ment or drink method; omissions fraud- 
ulent. The Commissioner was justified 
in disregarding taxpayer’s accounting 
records of the receipts of his bar busi- 
ness for 1944-1948 (which showed marks 
of erasure and alteration), where tax- 
payer failed to establish that his books 
reflected the full and true income. of the 
business for each year. Furthermore, the 
court holds the Commissioner’s _ re- 
construction of income by use of the 
measurement or drink method is ap- 
propriate, but it finds that the measure 
to have used per drink is a 1l-ounce 
measure, as contended by taxpayer, and 
not the 34-ounce measure used by the 
Commissioner. A 10% allowance of total 
liquor and wine sold for spoilage, waste 
and breakage is deemed reasonable. 


Fraud penalties for each of the years are 
upheld on the basis of consistent under- 
statements of a substantial amount of 
income over several years without ten- 
able or satisfactory explanation. Stanoch, 
TCM 1959-132. 


Income from truck farming reconstruct. 
ed by net worth method. Taxpayer, a 
truck farmer reporting gross farm in- 
come in excess of $125,000, failed to 
keep any permanent accounting records, 
The records that he did have were work- 
sheets prepared gratuitously by a book- 
keeper-friend from incomplete sales in- 
voices, sales slips, bills, check stubs, and 
notations of cash disbursements. Total 
sales were never deposited, but taxpayer 
followed a practice of withholding an 
amount of cash for personal and farm 
expenses. The only records initially 
given the agent investigating his returns 
were a carton of unsorted invoices and 
a bundle of check stubs and cancelled 
checks. The court finds the Commis- 
sioner was justified in disregarding tax- 
payer’s informal and incomplete records, 
and reconstructing his income through 
the net worth plus expenditures method. 
It also sustains the negligence penalty 
because of taxpayer’s failure to set up a 
reasonably orderly method of recording 
income and expenses. Tehan, TCM 
1959-140. 


Understatement for three of six years 
not fraudulent. Taxpayers seek refund 
of additional income taxes plus 50% 
fraud penalties imposed for taxable 
years 1948 through 1953. The court in- 
structed the jury that the taxpayers had 
the burden of proving that the Com- 
missioner’s determination of net income 
was erroneous. It further instructed 
them that once the Government estab- 
lished an increase in net worth and a 
taxable source of income, it could be 
found that the increase was taxable if 
taxpayers did not prove that it came 
from a non-taxable source. Additional 
instructions stated that taxpayers could 
not be expected to furnish the same 
degree of detail as could be expected 
if recent years were involved, and that 
mere inability to explain ten-year-old 
transactions does not necessarily import 
fraud. The court gave further instruc- 
tions that fraudulent understatement of 
only a portion of the tax would sup- 
port a finding of fraud for that year. 
The jury found an understatement of 
income for 1951-1953, and no fraud 
whatsoever. White, DC Ga., 11/7/58. 
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Fraud in estate tax. The Commissioner 
assessed estate tax deficiencies and ad- 
ditions to tax for fraud against the 
estates of a husband and his wife. The 
husband had made extensive invest- 
ments in municipal bonds, buying them 
under fictitious names and _ keeping 
them in numerous safe deposit boxes. 
The Commissioner determined that 242 
of the bonds were fraudulently omitted 
from the gross estate of the husband and 
95 bonds were fraudulently omitted 
from the gross estate of his wife. A 
friend who had handled a number of 
the bond transactions had received $100,- 
000 in cash to hold as custodian for 
relatives of the decedent and other 
assets had been transferred to him. He 
was also named as executor in the wife’s 
will. The Commissioner assessed tax 
against him as transferee. 

The Tax Court holds that the Com- 
missioner failed to prove by clear and 
convincing evidence that the estate tax 
return filed on behalf of the husband 
was fraudulent. In the absence of fraud 
the estate tax deficiency assessed against 
the husband’s estate was barred by the 
statute of limitations. The deficiency 
against the wife’s estate was not, how- 
ever, barred by the statute and her 
executors had the burden of proving 
that the 95 bonds were not owned by 
her at the time of her death. This, the 
court finds was not proved, and holds 
the bonds includible. The Tax Court 
said it was proper for the Commissioner 
to proceed either against the estate or 
the friend as transferee, and that the 
Commissioner could proceed first against 
the transferee without exhausting his 
remedies against the estate. Schneller, 
PCM 1959-152. 


Fraud penalty against attorney upheld. 
The Tax Court finds that taxpayer, a 
divorce lawyer, deliberately understated 
her income for five years and upholds 
the Commissioner’s fraud penalties. The 
court is influenced by the fact that tax- 
payer could not explain the income 
omissions, that she lied to a revenue 
agent in claiming that she had only one 
bank account and that she had been 
convicted of criminal tax evasion for 
two of the years. Smith, 32 TC No. 87. 
return not 


Accountant's fraudulent. 


The Tax Court decides that the Com- 
missioner failed to produce clear and 
convincing evidence of fraud. He mere- 
ly showed that taxpayer, a C.P.A., had 
omitted certain checks and cash from 


income. The court recognizes that tax- 
payer, on an accrual basis, might have 
accrued the omitted receipts in prior 
years. —The Commissioner should have 
shown the year in which the xeceipts 
were accruable and that more income 
was accruable in that year than was re- 
ported. Spitaleri, 32 TC No. 88. 


Commissioner’s estimate of C.P.A.’s in- 
come upheld. Taxpayer, an accountant, 
could not explain various discrepancies 
and unusual entries in his books. For 
example, certain checks received from 
his clients were not deposited and cer- 
tain cash deposits were credited to 
capital. In addition, taxpayer omitted 
interest income from a loan _ business 
which he operated. The Commissioner 
added these items to taxpayer’s income 
and was upheld by the Tax Court. The 
court said that in the absence of de- 
tailed, accurate records, the Commis- 
sioner may estimate taxpayer’s income 
as best he can. Spitaleri, 32 TC No. 88. 


Depreciation reserves revised for net 
worth computation. On taxpayer’s mo- 
tion, the court reexamines and recalcu- 
lates the reserves for depreciation as of 
each year end for a net worth reconstruc- 
tion of income previously computed. 
Deficiencies for two of the years are there- 
by eliminated. Schroedel, TCM 1959-119. 


Concealment of income from wife not an 
excuse for fraud. Taxpayer did not show 
certain sales invoices and receipts to his 
bookkeeper, who prepared a tax return 
without these items. Taxpayer claims 
that he did not wish his wife to know the 
true income of his business. The Tax 
Court finds that taxpayer had submitted 
a fraudulent return. Draper, 32 TC No. 
49. 


Negligence is not equivalent to fraud. 
Unquestioned negligence by taxpayer, a 
member of a two-man partnership, in 
placing too much confidence in his part- 
ner who, admittedly, prepared false re- 
turns which taxpayer signed without ex- 
amination, (having no knowledge of 
bookkeeping), does not amount to fraud 
with intent to evade tax. Burnette, TCM 
1959-130. 


Jury finds failure to file declaration was 
reasonable; no fraud involved. The gov- 
ernment contended that taxpayers had 
filed fraudulent returns for 1945-1955, 
and that they had from $5,000 to $10,- 
000 cash on hand at the beginning of 
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1945. It also contended that taxpayers 
failure to file estimated tax returns was 
due to willful neglect. Taxpayers main- 
tained that they had begun with $30,- 
000 cash and that they had relied on 
their bank president for personal in- 
come tax advice. On the issue of fraud, 
the judge charged the jury to consider 
whether taxpayers had failed to account 
for substantial taxable income, had 
made misleading statements to Revenue 
Agents, had covered up sources of in- 
come, or whether or not they had kept 
proper records of taxable income for a 
reasonable length of time. He further 
instructed the jury that a mere increase 
in net worth does not, in itself justify 
a finding that the increase is due to un- 
reported income. The jury found that 
taxpayers had $18,000 in cash at the 
start of 1945, that they had not filed 
fraudulent returns, and that their failure 
to file estimated returns was due to rea- 
sonable cause and not to willful neglect. 
Thompson, DC Minn., 4/11/59. 


No willful evasion; accountant may 
testify as to client’s good faith. Tax- 
payer was convicted of willful evasion of 
income tax. The district court rejected 
his offer to have his accountant testify 
that taxpayer had been concerned and 
had asked why was there no income tax 
due when he had so much money. The 
accountant offered to testify that he had 
attributed the absence of tax to the 
limited taxability of capital gains and 
the deductibility of bad debts. This 
court holds it was error to refuse to 
admit this testimony. Willfulness is an 
essential element of the offense charged. 
Taxpayer may support his statement 
that he had no such_purpose with testi- 
mony of relevent circumstances, includ- 
ing conversations had with third per- 
sons, or statements made _ by 
Petersen, CA-10, 6/8/59. 


ARE YOU PREPARING FOR 
ELECTRONIC DATA PROCESSING? 


Inform yourself and your staff through 
Programming for Business Computers, 
A Home Study Course. Designed for 
people without technical training or 
experience, it is based on a similar 
course members of the firm developed 
and are teaching at a large University. 
Free brochures describing the course 
are available upon request from 


them. 





Member—National Home Study Council 
Business Electronics Inc. 
Computer Division 

420 Market St. 

San Francisco 11, Cal. 
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porate Income Tax Law with Full 
Treatment of Each Tax Problem 
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BNA’s Bi-weekly 


Tax Management 


PORTFOLIOS FOR 
EXECUTIVES 


Taking up where conventional tax services leave off, BNA’s 
TAX MANAGEMENT Service represents a completely new con- 
cept in corporate tax administration. It is designed for the 
person who wants: 


(a) practical help in working out effective solutions to cor- 
porate tax problems; 

(b) expert assistance in putting the most advantageous tax 
policies and programs into effect in all departments of an 
organization; 

(c) all information on a specific tax problem in one place, in 
readily usable form; 

(d) full treatment of each tax problem with expert “how-to- 
solve-it” guidance by practicing tax administrators, lawyers, 
and accountants. 


What Each Tax MANAGEMENT Portfolio Contains: 

e a Situation Guide—listing commonly recurring problem areas 
and providing references to solutions elsewhere in the Portfolio; 
e@ aTax-Pattern Outline—supplying a brief explanation of typi- 
cal problems and how to handle them; 


@ a Detailed Analysis—a thorough treatment of all the ramifi- 
cations of specific tax problems in a given area, to enable the 
tax administrator to give sound, authoritative advice to man- 
agement on the effects of rulings, decisions, and statutes; 


® WORKING PAPERS- complete set of worksheets for exe- 
cution, reference, and distribution, providing “what-to-do” 
guidance to the tax executive, lawyer, and accountant, and 
facilitating the giving of instructions to accounting, sales, and 
other departments. They include graphic descriptions of prob- 
lems; computation work sheets; prototype forms; specimen 
notices to shareholders, employees, customers, and suppliers; 
prototype submission documents to Internal Revenue Service 
(including sample requests for rulings); filled-in special tax 
return forms; accounting implementation documents (with 
explanations and comments); reproductions of major tax bills; 
and similar materials. 


e a Bibliography—helpful reference material, including official 
sources (IRS Rulings, Treasury Regulations, Court Decisions, 


instal 
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Statutes, Committee Reports, etc.), and unofficial sources 
(CCH, P-H, periodicals, and treatises). 


How to Obtain the TAx MANAGEMENT Service 


Pictured here are the 31 Tax MANAGEMENT Portfolios pres- 


ently planned to be made available to subscribers between now 
and September 30, 1960. Five of these Portfolios are ready. 
The others will be issued, one at a time, on a regular bi-weekly 
schedule, starting Monday, September 14, 1959. 


Each new Portfolio will be accompanied by the bi-weekly 


Tax MANAGEMENT Memorandum, which will show how active 
tax managers are handling major tax matters, give the views of 
tax experts—in business, private practice, or government—on 
tax proposals, and present the consensus of corporation tax 
officials (at periodic round-table discussions) on the best pos- 
sible solutions to problems of immediate interest. 


Two subscription plans meet the differing needs of those 


concerned with corporate income taxes. Under the 


Memorandum Subscription Plan 


you can subscribe for the bi-weekly Tax MANAGEMENT Memo- 
randum at the rate of $45 per year. If you do so, you will receive 
as a pre-publication bonus your choice of one of the seven TAx 
MANAGEMENT Portfolios listed on the order form below. The 
Portfolio you choose will be up to date at the time it is sent to 
you. During the term of your subscription’ you will also have 
the privilege of acquiring any or all other Portfolios issued, at 
$22 per Portfolio. If for any reason the TAX MANAGEMENT 
Memorandum and the bonus Portfolio do not come up to your 
expectations, you may return all materials, express collect, 
within 30 days for full cancellation of charges. Under the 


Full Service Subscription Plan 


you can subscribe for all TAx MANAGEMENT Portfolios and the 
Memorandum at $344 per year. You will receive a new Port- 
folio every other week, 26 issues of the bi-weekly TAX MANAGE- 
MENT Memorandum, and, as a special pre-publication bonus, 
the five Portfolios now ready (the first five listed on the order 
form). Not only will each Portfolio be completely up to date 
at the time it is sent to you, but all of your Portfolios—the bonus 
Portfolios as well as those issued during the term of your sub- 
scription—will be kept up to date and revised whenever neces- 
sary. If for any reason the Portfolios and the Memorandum do 
not come up to your expectations, you may return all materials, 
express collect, within 60 days for full cancellation of charges. 


Please indicate the Subscription Plan you prefer on the order 


form below and mail the form back to us today. 


Complete Sets of Worksheets 
for Putting the Most Advanta- 


geous Tax Practices into Effect 





PUBLICATION SCHEDULE 


(Subject to revision) 


Starting September 14, 1959, a new Port- 
folio will be issued every two weeks. 


- State Taxation of Multi-State Business 
- Corporate Acquisitions + Payroll-Tax 
Problems of Employees Working Abroad 
+ Estate Planning for Corporate Executives 
- Consolidated Returns + Depreciation and 
Amortization - Special Fringe Benefits 
+ Pension Plans and Profit-Sharing Plans 
- Stock Option Plans - Deferred Compensa- 
tion Plans - Filing of Returns, Collection 
of Tax, and Refund Procedure - Withhold- 
ing and Payroll Tax Procedures + Prepara- 
tion and Use of Schedule M + Special Tax 
Refund and Payment Problems + Net 
Operating Loss Deduction + Leased Equip- 
ment and Warranted Products - Expenses 
in New Product Development + Travel and 
Entertainment Expenses - Inventory Meth- 
ods + Reserve for Bad Debts and Esti- 
mated Expenses » Accrual of State, Local 
and Federal Taxes - Corporate Dividend 
Distributions and Stock Redemptions 
- Corporate Liquidations - Foreign Opera- 
tions — Base Companies + Federal Excise 
Taxes - Audit and Conference Procedures 


. 
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The Bureau of National Affairs, Inc. 

1231 24th Street, N. W., Washington 7, D. C. : 

Check one tjot/9 

0) I wish to accept the Memorandum Subscription Plan. Please enter my 
order for Tax MANAGEMENT Memorandum at $45 per year, and send me as a 
pre-publication bonus the TAX MANAGEMENT Portfolhc I have checked along- 
side. I understand I may return all materials, express collect, within 30 days 
for full cancellation of charges. 


0D I prefer to accept the Full Service Subscription Plan. Please enter my 
order for TAX MANAGEMENT Portfolios and the bi-weekly Tax MANAGEMENT 
Memorandum at $344 per year, and send me as a pre-publication bonus the 
first five Portfolios listed alongside. I understand I may return all materials, 
express collect, within 60 days for full cancellation of charges. 

NAME 
ORGANIZATION 
ADDRESS 
CITY 











ZONE STATE. 





SIGNED 





Add sales tax where applicable 


Tax MANAGEMENT Memorandum subscribers 
should check one of the seven Portfolios 
listed below. Full Service subscribers will 
automatically receive the first five as a pre- 
publication bonus, and the other two as part 
of the Service. 


(0 Declarations and Payments of Estimated 
Tax 

(0 Sickness and Disability Benefits 

(1 Moving Expenses 

(0 Corporate Separations 

00 Foreign Income—Export Sales 

(0 State Taxation of Multi-State Business 

(0 Corporate Acquisitions 
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Tax Court, in Watson, interprets new 


education expense Regulations broadly 


by STANLEY HAGENDORF 


The Commissioner, joining in the national wave of remorse last winter over our 


failure to encourage education, issued quite liberal Regulations on the 1954 Code 


detailing the kinds of education expense which could be deducted. For the first time 


costs of improving skills were allowed. Now that the first cases under these new 


Regulations are coming into the courts we can see precisely how the IRS is inter- 


preting the broad language of its Regulations. Mr. Hagendorf shows that the Tax 


Court is being more liberal than the IRS and that the Watson case, in which a phy- 


sician was allowed the cost of psychiatric analysis, suggests that a generous policy will 


prevail in this area in which, as a review of the shifts in policy over the years shows, 


the Government has been far more niggardly in dealing with the learned and the 


would-be-learned than with the profit-seeker. 


5 yes REGULATIONS NOW ALLOW expendi- 
tures for education undertaken pri- 
marily for the purpose of (1) maintaining 
or improving skills required by the tax- 
payer in his employment or other trade 
or business or (2) meeting the express re- 
quirements of a taxpayer’s employer, im- 
posed as a condition to the retention by 
the taxpayer of his salary, status or em- 
ployment. (Reg. Section 1.162-5) Under 
prior case law and rulings, educational 
expense was deductible only when the 
education was necessary. The new Regu- 
lations follow prior law as respects educa- 
tion undertaken primarily for the pur- 
pose of fulfilling an employer’s require- 
ments. In addition, they liberalize the 
educational expense deduction by remov- 
ing the distinction between self-employed 
persons and employees in that they allow 
employees as well as the self-employed to 
take the deduction even though the 
courses were undertaken voluntarily and 
even though they carry academic credit 
or result in an increase in salary or a pro- 
motion (T.D. Release No. A207, Apr. 4, 
1958). 

The Regulations state that the deduc- 
tion will be allowed if taxpayer’s primary 
purpose is to maintain and improve skills 
required by taxpayer in his employment 
or other trade or business. It is explained 


that this test is met if it is customary for 
members of taxpayer’s trade or business 
to take such courses. For example, school- 
teachers may now deduct their fees for 
summer school course expenses, even 
though the courses are not required as a 
condition of continued employment and 
even though the courses lead to a salary 
increment or additional degrees. The de- 
duction is allowable because it is custo- 
mary for teachers to take such courses 
Reg. Section 162-5(e) (Examples 4 and 6). 


Deduction for improving skill 


The new Regulations not only put 
employees on par with self-employed 
persons, but went a step further for all 
taxpayers: the deduction is allowed 
where the taxpayer takes the course to 
improve his skills.1 In the Coughlin case 
discussed below, the court, although not 
stressing this distinction, pointed out 
that taxpayer took the course so as to 
be aware of the current status of the 
law, and to keep currently informed. 

Section 1.162-5(b), however, disallows 
a deduction if the expenditures are 
made primarily for the purpose of ob- 
taining a new position or substantial 
advancement in position. The fact that 
the education undertaken meets the 
express requirements for the new posi- 


tion or advancement may well be taken 
as proof that the education is under. 
taken for advancement unless it is also 
necessary to enable the taxpayer to re. 
tain his position. 

Thus, it seems that the Commissioner 
would follow a case like Marlor, dis. 
cussed below, and allow the deduction 
where the taxpayer had a dual purpose 
in taking the courses, i.e., to retain his 
present position, and also to obtain the 
credit necessary for advancement. 

However, in a case where the tax- 
payer takes a course to maintain or im- 
prove skills, and the course also leads to 
a new position or substantial advance- 
ment, the expenses would be deductible 
only if taxpayer could show that his 
primary purpose was to maintain or im- 
prove skills, the 
otherwise. 


presumption being 


Example 1 of Section 162-5(e) pro- 
vides for disallowance of the deduction 
to an employee accountant who takes 
courses in order to qualify for his CPA 
certificate. Suppose, however, that such 
courses improved his skill as an account- 
ant; under the Regulations it would be 
a question of what his primary purpose 
was, and as a practical matter, the tax- 
payer may have a difficult time proving 
he took the courses for the purpose of 
improving his skill. 


Inequities possible here 

This test can lead to inequities. For 
example, assume that two stenographers 
take a speed course; one for the purpose 
of improving her speed to be more 
eficient at her present job—and the 
other for the purpose of improving her 
speed so as to obtain a new and better 
position. Why should the first stenog- 
rapher be allowed to deduct her ex- 
penses, but the second, not. Or, for ex- 
ample, the case of two school teachers 
taking the same summer courses for a 
period of years; one for the purpose of 
improving her teaching skills, the other 
for the purpose of becoming a principal. 
Should the purpose for taking a course 
really matter when the course does re- 
sult in taxpayer improving his skills in 
his present field, even though it was not 
taken primarily for that purpose? Or 
should the test be whether the course 
did maintain or improve taxpayer's 
skills in his present field? This is not to 
say that the courses outside taxpayer's 
field should be deductible, or courses 


which in a minor way improve tax- 
payer’s ability in his present field. For 
example, a mechanic studying engineer- 
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ing, OF the accountant taking a cram 
course for his CPA, should not be 
allowed to deduct such expenses. 


Travel and other incidentals 

Section 1.162-5(c) provides that tax- 
payer's expenditures for travel (includ- 
ing travel on sabbatical leave) as a form 
of education are not deductible. 

Under Section 162-5 (d), if a tax- 
payer travels away from home primarily 
to obtain education, the expenditures 
for travel, meals and lodging are deduc- 
tible. If, however, the travel is primar- 
ily personal, the expenses are not de- 
ductible.? 

The Regulations evidently leave to 
taxpayer the choice of where he should 
take his courses, and, under the strict 
language of the Regulations, a school- 
teacher might decide to take summer 
courses in a neighboring city or even in 
Europe, even though similar courses 
are given near her home. It may well be 
that if such a case arose, the Commis- 
sioner would disallow that part of the 
deduction which is over the amount 
which taxpayer would have spent if she 
had taken the course near her home, on 
the theory that the expenses were pri- 
marily personal, but the strict language 
of the Regulations would seem other- 
wise. 

From a practical viewpoint, the fact 
that similar courses were given nearby 
would seem to indicate that taxpayer 
took the trip primarily for personal 
reasons, and the deduction should be 
disallowed, unless a good reason exists 
why taxpayer chose that school. 

In the case of employees, unreim- 
bursed educational expense for tuition, 
books, laboratory fees, etc. can be taken 
as itemized deductions from adjusted 
gross income only if the standard de- 
duction is not used (TIR No. 76, Apr. 
11, 1958). 

In the case of self-employed persons, 
however, unreimbursed educational ex- 
pense for tuition, books, laboratory fees, 
etc. are deducted in computing adjusted 
gross income (1954 Code Section 62). 
?Under propused regulations which were never 
adopted, the deduction would have been disal- 
lowed (157 CCH Par. 1359). For a discussion of 
the difference between the proposed regulations, 
and the regulations adopted, see note “Liberaliza- 
tion of Treasury Regulations on Educational Ex- 
pense Deductions,” 44 ABAJ 1097 (1958). For a 
discussion on the point that the professional man 
is still subject to tighter deduction on his educa- 
tional expense than a business man spending 
money for future return, see Loring, Helmut H., 
“IRS denying educational expense that would be 


ordinary and necessary for business,” 9 JTAX 280 
(1958). 


* As to whether travel away from home to be de- 
ductible need be overnight see, Oelbaum, “Tax 
Court allows transportation but not meals on one- 
Way business trip,” 11 JTAX 87 (1959). 


Thus, a self-employed person can de- 
duct all his educational expense and also 
use a standard deduction, whereas an 
employee loses his deduction for tuition, 
books, and laboratory fees if he uses 
the standard deduction. 


Tax Court and primary purpose 

The Tax Court in Watson, 31 TC 
No. 102 (1959) has indicated that it will 
give broad interpretation to the new 
Regulations; at least as far as determin- 
ing taxpayer’s primary purpose. 

In the Watson case, taxpayer, a physi- 
cian specializing in internal medicine, 
undertook extensive training in the 
techniques of psychiatry (including being 
psychoanalyzed) in order to enable him 
to do a more thorough job in his prac- 
tice of internal medicine. The Commis- 
sioner disallowed the deduction on the 
theory that petitioner did not prove it 
was customary for practitioners to take 
such courses. The Tax Court held for 
the taxpayer, saying that the test under 
the Regulations was one of primary 
purpose and here the primary purpose 
was to improve his skill in his field, and 
not to fit taxpayer for practice in the 
specialty. The fact that he could not 
show the custom would not in itself be 
enough to deny the deduction. 

Thus, under the test set up by the 
Tax Court, where a taxpayer takes a 
course, it is not necessary for him to 
show that others in the field take the 
course, but merely that he took the 
course to improve his skills. Of course, 
if taxpayer could show others in his 
field took the course, he could have an 
deduction 
under the present Regulations. 


easier time justifying the 


Earlier cases 
The Regulations 1954 
Code, bringing in the idea that expenses 


under the 


are deductible when incurred to improve 
skills, find some support in decisions 
under the earlier law particularly in 
cases in which it was hard to draw the 
line between courses to maintain knowl- 
edge and skill and those taken to im- 
prove it. The very earliest rulings simply 
drew a broad line between personal and 
business expenses. The intricate refine- 
ments came later. 

In 1921 the Bureau issued two rulings 
declaring teachers’ summer school ex- 
penses and doctors’ post-graduate courses 
to be personal and therefore non-de- 
ductible (O.D. 892, 4 CB 209: O.D. 984, 
5 CB 171). Voice study expenses of in- 
struction, travel and subsistence in an- 
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ticipation of professional employment 
were also held to be personal. Driscoll, 
4 BTA 1008 (1926). 

In 1950 the Fourth Circuit decided 
Hill (181 F.2d 906). In that case tax- 
payer, a school teacher for 27 years, was 
required to either read and pass an ex- 
amination on five books or take certain 
college courses in order to renew her 
teaching Taxpayer chose to 
satisfy the latter requirement by attend- 
ing summer school. She deducted her 
expenses for tuition, rent, travel and 
also claimed the difference between the 
cost of living at school and the cost of 
living at home. (Section 23(a)(1)(a) IRC 
1939; Section 162(a) IRC 1954). 

The Tax Court (13 TC 291) denied 
the deduction on the ground that there 
were two methods of qualifying, and 
taxpayer did not show that school 
ordinarily attended summer 
school to renew their license. The Court 
favorably cited O.D. 892, (4 CB 209). 

The Circuit Court, in reversing the 
Tax Court, pointed out that taxpayer 
took the courses to maintain her present 


license. 


teachers 


position, not to attain a new position; 
to preserve, not to expand or increase; 
to carry on, not to commence; and that 
therefore her expenses were deductible. 

The court did not overrule O.D. 892, 
but said it would not control in the 
situation where taxpayer incurred educa- 
tional expenses to enable her to con- 
tinue her present career in her existing 
position. 

In the same year in Larson, (15 TC 
956, 1950), the Tax Court denied a de- 
duction to an industrial engineer who, 
during a wartime shortage of skilled 
personnel, attended night school to ob- 
tain an engineering degree. The court, 
distinguishing the Hill case, said this 
education was undertaken either for 
personal improvement or to improve 
his status. 

In 1951 the Commissioner recon- 
sidered O.D. 892 and promulgated I.T. 
4044 (1951-1 CB 16) which followed the 
Hill allowing  school- 
teachers presumably, other tax- 


case, thereby 
and, 
payers who could make a similar show- 
ing, to deduct educational expenses in- 
cluding tuition, and travel, meals and 
lodging while away from home, but 
only when such expenses were required 
in order to retain their positions. 

Thus, disallowed 
where the taxpayer, a university faculty 
member, went to Europe for the pur- 
pose of research and study, so as to 


equip himself to be a better teacher, 


deductions were 
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Cardozo (17 TC 3, 1951); or where a 
college professor incurred expenses in 
connection with his doctor's dissertation, 
Lampkin (11 TCM 576, 1952); or where 
a taxpayer took music lessons and then 
qualified as a music teacher, Marshall 
(14 TCM 955, 1955, affd. without dis- 
cussion on point, 240 F.2d 185). 

In line with this view, the Commis- 
sioner promulgated two rulings whereby 
a salaried teacher on a sabbatical leave 
could deduct his travel expenses if re- 
quired by the school to take the sabbati- 
cal and submit monthly reports. If the 
sabbatical or reports were not required, 
the deduction for travel and study was 
denied (1.T. 3380, 1940-1 CB 29; Rev. 
Rul. 55-412, 1955-1 CB 318). 

It was the Commissioner’s view prior 
to 1954 that for educational expenses 
to be deductible by employees, they 
must be incurred to maintain a present 
position and not to obtain either a salary 
increment or a better position. 

Where, however, 
quired to take certain courses to retain 
her position and then went on to take 
additional courses and obtained a degree 


taxpayer was re- 


leading to a salary increment, the ex- 
penses of the required courses were 
nonetheless deductible (Green, 28 TC 
1154, 1957). 

In Kamins (25 TC 1238, 1956), tax- 
payer was tentatively offered a position 
at a university provided he completed 
substantially all the requirements for a 
doctor’s degree. After passing the pre- 
liminary examination for the degree, 
taxpayer accepted a one-year position as 
research associate, which contract was 
renewed for another year. Taxpayer was 
then appointed as a permanent member 
of the faculty and granted a leave of 
absence in order to complete his degree 
requirements. 

The court, in disallowing the expense 
the 
pointing out that a doctorate was an 
essential requirement for a permanent 


deduction, relied on Larson case, 


position, ie., he was not fully estab- 
lished in his chosen profession until the 


basic requirements were met. It dis- 


tinguished the Hill case by saying that 


there the expenses were incurred to 


maintain taxpayer’s present position 


8 This case is the subject of a case note in 102 
U. of Pa. L. Rev. 138 (1953). 
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and not to attain a new one. 

In Marlor (251 F.2d 615, CA-2, 1958) 
taxpayer was appointed to a temporary 
teaching position for a one-year period. 
One of the requirements for reappoint- 
ment to the temporary position was that 
he make substantial progress toward his 
doctorate; the degree being a require- 
ment for a permanent position. The 
Tax Court (27 TC 624, 1956) disallowed 
his expenses in connection with his ob- 
taining the degree relying basically on 
Kamins, supra. Three judges dissented, 
saying that taxpayer had a dual objec- 
tive and that although one of these was 
to obtain the doctorate so as to obtain 
a permanent appointment, still it was 
necessary for him to incur the expenses 
to retain his present position. The 
Circuit reversed the Tax Court, agree- 
ing with the dissent. 

Thus, as respects established teachers 
or other employees, educational 
penses were deductible prior to 1954 
only if required to maintain a present 
position. The fact that the education 
also led to a better position or a salary 
increment was incidental. 


ex- 


Self-employed persons 


In Coughlin? (203 F.2d 307, CA-2, 
1953) the court allowed a lawyer, who 
was a tax specialist, to deduct his ex- 
penditures for tuition, travel, board and 
lodging in connection with a tax course, 
on the theory that such courses were 
necessary for him to maintain his level 
of proficiency. The court relied on the 
Hill case, saying that although taxpayer 
would not lose his position if he did not 
take the course, still he was morally 
bound to keep currently informed on 
Federal tax law, and there was a pro- 
fessional need for him to incur the ex- 
penses. Accord, Musser, (57-1 USTC Par. 
9603, 1957). 

Thus the court held as respects self- 
employed persons, that they could de- 
duct educational expenses incurred in 
order for them to keep abreast of their 
field, on the theory that such education 
is similar to the education required of 
an employee to maintain his position. 
However, expenses incurred in order to 
enter a particular field would not be 
deductible (Larson, 15 TC 956, 1950). 


Conclusion 

Regulations issued in 1958 liberalized 
the educational expense deduction by 
allowing it to taxpayers who take courses 
primarily for the purpose of maintain- 
ing or improving skills. The deduction 


is still denied if the primary purpose of 
taking the course is to obtain a new 
position or a substantial advancement. 
Thus, the test under the new Regula. 
tions is one of primary purpose. 

The Tax Court has indicated that it 
will interpret broadly the primary pur- 
pose test, at least as far as not requiring 
the taxpayer to show that it is customary 
for one in his field to undertake such 
education, if the taxpayer’s primary pur- 
pose was to improve his skill in his 
field. * 


Credit card charges paid by 
firm are reimbursements 


THE IRS has now ruled formally that 
exact reporting will be required by all 
employees who wish to deduct expenses 
in excess of amounts reimbursed by 
employers. Last spring, in an attempt to 
still the tempest over the new rules 
about expense account reporting, the 
IRS relaxed them somewhat for the 
1958 returns (TIR-134, February 24, 
1959) but warned that records for 1959 
should be kept because there would be 
no reprieve for 1959 returns. One of 
the rules so softened for 1958 was that 
expenses incurred through a credit card 
system and paid for by the employer 
are considered reimbursed expenses of 
the employee and if the employee is 
required to detail such reimbursements 
he must include the credit card charges. 
For 1958 estimates were acceptable. 
Of course, not all employees are re- 
quired to report reimbursed expenses. 
Fmployees who account to their own 
employer for their expenses (that is, 
amount 
spent ana attach supporting vouchers) 


in general terms, report the 
need itemize reimbursed expenses on 
their tax returns only if they claim ex- 
penses in excess of amounts reimbursed. 
Consequently the credit-card rule is of 
significance only to employees who ac- 
count whose reimbursements do not in- 
clude all their spending. 

Although Rev. Rul. 59-244 deals only 
with employees who account to their 
employers, the Regulations dealing with 
employees who do not account contain 
a similar provision that amounts charged 
to the employer through credit cards 
as reimbursements. 


are to be treated 


The rule reporting requirements by 
these employees was also changed for 
1958 only to permit use of estimates. 
The IRS notes that all employees who 
must report credit card charges should 
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keep a record themselves as the em- 
ployer is not required to furnish it. 
The new revenue ruling restates the 
rule of Section 1.162-17(b)(3) of the 
Regulations that if an employee wishes 
to secure a deduction for business ex- 
penses in excess of reimbursements, “he 


must submit a statement showing (a) 
the total charged directly or indirectly 
to his employer through credit cards or 
otherwise, and of all other amounts 
reimburse- 
ments . and (b) the total expenses 
paid or incurred by him, including those 
charged directly or indirectly to the 
employer through credit cards or other- 
wise, broken down into certain broad 


received as advances or 


categories.” 

The broad categories the Regulations 
list are transportation, meals and lodg- 
ing while away from home overnight, 
entertainment expenses, and other busi- 
ness expenses. 


The revenue ruling continues, “In- 
asmuch as Section 1.162-17 of the Regu- 
lations, which was approved in Treasury 
Decision 6306, IRB 1958-37, 10, was not 
adopted until August 27, 1958, employ- 
ees claiming a deduction on their in- 
come tax returns for 1958 for expenses 
in excess of reimbursements may submit 
a reasonable estimate of expenses 
charged to their employers through the 
credit card system or otherwise. 

“However, all employees claiming a 
deduction for business expenses in ex- 
for 1959 
and subsequent years must report the 
actual amount of expenses charged di- 
rectly or indirectly to their employers 
through the credit card system or other- 
wise. For this purpose, employees should 


cess of reimbursements 


personally maintain a record of ex- 
penses charged to their employers since 
employers are not required to furnish 


ws 


employees such records.” 


Payments to widow not taxed in first 1954- 


code case; but dicta in circuits are contra 


by ERNEST GETZ 


When after the death of a valued employee the employer makes payments to his 


widow, usually related to the husband’s salary, the treatment of those payments 


as taxable income or taxfree gifts has been extraordinarily confused by changes 


in the Code from which the courts have been drawing conflicting inferences. In 


Reed, the first case under the 1954 Code, the court found the payments to be gifts 


and took the position that the specific $5,000 exemption applies to payments which 


are not by nature gifts. Mr. Getz explores the development of this controversy, 


analyzes the cases and comes to the conclusion that this Reed doctrine is the proper 


interpretation of the intent of Congress. 


ke MANY YEARS the Internal Revenue 
Service held that salary payments 
limited 
period after the employee’s death were 
non-taxable. O.D. 1017, CB 5, 101 
(1921); 1.T. 3329, CB 1939-2, 153. The 
philosophy behind these rulings ap- 


voluntarily continued for a 


pears to be that the payment was a gift 
if “the recipient has rendered no serv- 
ice.” Then came the case of Amy H. 
Varnedoe v. Allen, 158 F.2d 467 (CA-5, 
1946), cert. den., 330 U.S. 821. This case 
held that a pension received by a widow 
of a city fireman pursuant to Georgia 
statutes was taxable to the widow. The 
majority opinion at page 468 stated: 

If the payments to the taxpayer 
were not mere gifts or gratuities, under 


the above-quoted exception, awarded by 
one to whom no services had been ren- 
dered, they are taxable. It is not neces- 
sary that the services should have been 
rendered by the payee. The payor is 
the one to whom the services must have 
been rendered. m 
The “above-quoted exception” to 
which the majority opinion referred is 
found in Regulations 111 Section 29.22 
(a)-2 “However, so-called 
awarded by one to whom no services 


pensions 


have been rendered are mere gifts or 
gratuities and are not taxable.” Armed 
with this decision the Treasury Depart- 
ment in 1950 issued its 1.T. 4027, CB 
1950-2, 9, which revoked prior rulings 
and stated that payments received after 
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1950 by the widow of a deceased em- 
ployee in consideration of services ren- 
dered by the employee would be in- 
cludible in the gross income of the 
widow for Federal income tax purposes. 
Whether the payments are made under 
a plan or are voluntary or involuntary, 
definite or indefinite, are immaterial ac- 
cording to this ruling. 

In 1951 Congress provided that for 
years beginning after 1950 an amount 
not to exceed $5,000 would be exclud- 
able from gross income for employee's 
death benefits paid under a contract. 
1939 IRC Section 22(b)(1) (B). The 1954 
Code removed this limitation that the 
payment must have been made under a 
contract (Section 101 (b)), but limited 
the exemption to $5,000 in the aggregate 
in respect of any one employee. 

The Internal Revenue Service and 
the courts are in agreement on the rule 
that a payment is taxable to the widow 
in any case in which there is an en- 
forceable obligation on the part of the 
employer to make the payment. IRC 
Section 101(b) provides a $5,000 exclu- 
sion for such payments. But, non-con- 
tractual death benefits made after 1950 
have become a center of controversy. 
Taxpayers have contended that such 
payments were gifts and therefore non- 
taxable under the provisions of 1939 
IRC Section 22(b)(3) and 1954 IRC 
Section 102. These sections specifically 
exclude gifts and inheritances from in- 
come. 


IRS contention 

The Internal Revenue Service has 
contended that the payments were made 
in consideration of the deceased em- 
ployees’ services and therefore were tax- 
able under the provisions of 1939 IRC 
Section 22(a) and 1954 IRC Section 
61 (a) the broad inclusion of income 
from whatever source derived. The ma- 
jority of the decisions have favored the 
widow. In recognition of this situation, 
the Internal Revenue Service has stated 
that it will no longer litigate under the 
Internal Revenue Code of 1939 cases 
involving voluntary payments to widows 
by their deceased husband’s employers 
unless clear evidence exists that such 
payments were intended as compensa- 


tion for services, or unless the payments 
may be considered as dividends. Rev. 
Rul. 58-613, CB 1958-2,914. This rul- 
ing further states: “The position of the 
Service with respect to cases in this 
area arising under the Internal Revenue 
Code of 1954 involves other considera- 
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tions and will be made the subject of a 
future announcement.” (Letter ruling 
dated February 10, 1959). 


Voluntary payments—1954 Code 


There has been much conjecture as 
to the effect of the $5,000 exclusion now 
available whether the employer is re- 
quired to pay the death benefit under a 
the payment is 
1939 Code the 
limited to cases 


whether 
the 
was 


contract or 
voluntary. Under 
$5,000 exclusion 
where the payment was required by 
contract. IRC Section 22(b)(1)(B) Sec- 
tion 101(b). 

In cases which arose under the 1939 
Code the Fourth Circuit Court of Ap- 
peals and a Federal district court in the 
Second Circuit each have expressed the 
view, merely as dicta, that although gifts 
in general are exempt in the 1954 Code, 
gifts in the form of death benefits “now 
are taxable insofar as they exceed 
$5,000.” (Bounds, 262 F.2d 876, CA-4, 
12/15/1958 and Rodner, 149 F.Supp. 
233, S.D. New York 2/6/1957). 

The Fourth Circuit Court of Appeals 
in the Bounds case found in favor of the 
In the to his 
decision Chief Judge Sobeloff stated: 
“While this controversy arises under the 
Internal Revenue Code of 1939, the law 
has now been amended, and the prob- 
lem with which we are here concerned 
cannot arise in the future. The new law 
rejects the tests which have been un- 


widow. second footnote 


satisfactory in practice and unequivo- 
cally makes nontaxable payments to the 
employee’s estate or family, made by 
reason of his death; but it imposes a 
$5,000 limitation. The 1939 provision 
that the payments be made pursuant to 
contract has been eliminated from the 
1954 Code.” 

The Circuit Federal district 
court hearing the Rodner case found in 


Second 


favor of the widow also. Judge Dimock 
states at page 237: “The Internal Rev- 
enue Code of 1954 (not applicable here) 
changed this. Section 101(b), 68A Stat. 
26, quoted in the margin, eliminates the 
provisions limiting to contractual death 
benefits the application of the $5,000 
exemption. To the effect of this 
would seem to be to withdraw the com- 


me 
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plete exemption that gratuitous death 
benefits had enjoyed’ and to substitute 
an exemption up to $5,000. In the com- 
plete revision effected by the 1954 Code 
the general language exempting gifts is 
controlled by the particular language of 
Section 101(b) limiting the exemption of 
death benefits to $5,000. Gifts in general 
are exempt but gifts in the form of 
death benefits are taxable insofar as they 
exceed $5,000.” 


The Reed case 


The first case decided in this con- 
troversy under the 1954 Code, was Grace 
P. Reed (W. D. Kentucky, No. 3625, de- 
cided January 5, 1959). [The case is now 
on appeal by the Government to the 
Fourth Circuit.—Ed.] Sixth Circuit Dis- 
trict Judge Shelbourne stated in his con- 
clusions of law: 

“4, Section 102(a) of the Internal 
Revenue Code of 1954 contains the pro- 
vision (as did the comparable Section, 
22(b)(3), of the 1939 Code) that gross 
income include amounts re- 
ceived as gifts; and the meaning of that 
provision is not changed by the pro- 
visions of Section 101(b) of the 1954 
Code. [Limiting the exemption of 
death benefits to $5,000.—Ed.] It is clear 
that the purpose of the latter section of 
the 1954 Code is to eliminate the re- 
quirement (contained in the comparable 
Section, 22(b)(2), of the 1939 Code) that 
certain employee death benefits must be 
paid pursuant to a contractual obliga- 
tion in order for such benefits to qualify 
for a $5,000 exclusion from gross in- 
come. No part of the aforesaid gift to 
Grace P. Reed, is, by reason of Section 
101(b), includible in taxable income; 
and such gift is not subject to the limi- 
tation of the $5,000 exclusion provided 
in that section. 


on~ 


5. In view of the conclusion in para- 


does not 


graph 4, supra, it becomes unnecessary 
to consider plaintiffs’ allegation that 
Congress does not have the power under 
the Eighteenth Amendment (sic) to im- 
pose a direct and unapportioned tax on 
amounts received as gifts. U. S. Const., 
Art. 1, Sec. 2, Cl. 3; Art. I, Sec. 9, Cl. 4; 
Amendment XVIII (sic).” 

In the Reed case the controversy was 
over the U. S. individual income tax 
treatment of a payment of $37,500 made 
in 1956 to the widow of William M. 
Reed. This payment was made by the 
corporation of which Mr. Reed had 
been an officer and a director for ap- 
proximately 30 years prior to his death 
on February 2, 1956. The amount of 


the payment was equal to 75% of his 
annual salary (not including a formula- 
computed bonus). The authority for 
the time, amount and recipient of the 
payment was a resolution adopted by 
the Board of Directors on February 6, 
1956, four days after Mr. Reed’s death. 

The District Court found that the 
corporation had no established plan of 
making payments to widows of deceased 
employees; that the payment was not 
made as additional compensation for 
any services rendered to the corporation 
by Mr. Reed; and that the payment was 
not made pursuant to an obligation of 
any nature. The District Court further 
found that the payment was as stated 
in the resolution of the Board of Direc. 
tors— “ a material expression of 
sympathy and of kindness to Grace P. 
Reed, widow of William M. Reed, for- 
mer President and Chairman of the 
Board of this Corporation at his death, 
and, motivated by a deep sense of appre- 
ciation and recognition of the past serv- 
ices of William M. Reed .. .” 

Support of the view expressed in the 
Reed case and opposition to the views 
expressed in the Bounds and Rodner 
found in the Senate Finance 
Committee Report on the Internal 
Revenue Code of 1954 in respect to Sec- 
tion 101: 

“Subsection (b) parallels Section 22 
(b)(1)(B) of the 1939 Code in providing 
a $5,000 exclusion from gross income 


cases is 


of amounts paid by or on behalf of an 
employer to the beneficiaries or estate 
of an employee by reason of death of 
the employee, but sets forth the follow- 
ing special rules: 

1. Subparagraph (B) excepts... 

2. Subparagraph (C) excepts... 

3. Subparagraph (D) provides... 

“The requirement under the 1939 
Code that the benefits be paid under a 
contract been 83D 
Congress 2d Session, Senate Report No. 
1622, page 180. 

The dicta in the Bounds and Rodner 
cases seem to Say that the express cr 
emption of gifts under IRC Section 102 
is curtailed by an inference drawn from 
101(b). Such an inference is 
highly questionable. Not every non-con- 


has eliminated.” 


Section 


tractual payment is a gift. Such pay- 
ments are not gifts if they lack the 
necessary elements of a gift. The Second 
Circuit Court of Appeals held that a 
non-contractual payment to an estate 
lacked the necessary elements of a gift 


and was therefore taxable. Bausch’s 


Estate 186 F.2d 313 (CA-2, 1/25/51). 
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The Seventh Circuit Court of Appeals 
has also indicated that a non-contractual 
payment is not necessarily a gift. 

This was the Simpson case discussed 
below (261 F.2d 497 CA-7, 11/7/1958). 
On March 23, 1959 the U. S. Supreme 
Court declined to review the Simp- 


son case. This recent action in the 
field of payments to widows leaves the 
matter in the hands of the lower courts 
until at least four members of the 
Supreme Court in the exercise of its dis- 
cretionary power to review, think that a 
petition for a writ of certiorari in this 
type of case should be granted. The 
denial of the petition carries with it 
no implication whatever regarding the 
Court’s views on the merits of the case. 
Maryland v. Baltimore Radio Show, 
Inc., 338 U.S. 912,919 (1950). 

In the Simpson case the controversy 
pertained to the treatment for U. S. 
individual income tax purposes of a 
payment of $33,750 made in 1951 to the 
widow of J. Wilbur Simpson. This pay- 
ment was made by the corporation of 
which Mr. Simpson had been an em- 
ployee for approximately 52 years prior 
to his death on January 16, 1951. The 
amount of the payment was equal to 
75% of his annual compensation. The 
authority for the time, amount and re- 
cipient of the payment was a resolution 
adopted by the corporation’s Executive 
Committee approximately one year 
prior to Mr. Simpson’s death. 

The District Court (S.D. Illinois, No. 
2250, 11/27/57) 
corporation intended to make a gift to 
Mrs. Simpson and therefore, that the 


concluded that the 


amount was excludible from her gross 
income under the provisions of 1939 
IRC Section 22(b)(3). The Seventh Cir- 
cuit Court of Appeals reversed the de- 
cision based upon its findings that no 
gift was intended and the corporation 
did derive a benefit from the payment. 
The payment was made pursuant to a 
long-established plan consistently fol- 
lowed by the corporation, which in the 
opinion of two of the three circuit court 
judges hearing the appeal, constituted 
an encouragement to executives to stay 
with the corporation and a deterrent to 
their resignations. Judge Finnegan in 
his dissent indicated that in his opinion 
whether the disbursement was charged 
to a “special salaries’ account or to a 
“gifts to widows” account was of no 
importance. The result was the same— 
the net worth of the corporation had 
been reduced. 


Although the majority agreed with 


the taxpayer that the Executive Com- 
mittee’s resolution had created no legal 
liability upon the corporation to make 
such a payment, they held, however, 
that a moral obligation existed against 
the company to continue the practice 
set forth in the declaration of policy 
contained in the resolution. If the 
Bausch and Simpson cases had been de- 
cided under the 1954 Code presumably 
the first $5,000 received by the taxpayers 
would have been excludable from their 
gross income; under the 1939 Code the 
final decision in each case left the entire 
amount of the non-contractual payment 
taxable. Accordingly, the reasoning of 
the Reed case is more persuasive. When 
Congress in the 1954 Code dropped the 
limitation to payments “under a con- 
tract” on the $5,000 exclusion provision 
it seems illogical thereby to conclude 
that it imposed a limitation on the ex- 
emption granted to gifts by IRC Section 
102. It surely is more reasonable to 
conclude that it merely extended the 
exclusion granted by IRC Section 101 
to those non-contractual payments which 
are not gifts and which therefore would 
otherwise be fully taxable. As Judge 
Dimock stated in the Rodner case, supra 
at page 235: “The line between gifts and 
compensation was drawn by the Supreme 
Court in Bogardus, 302 U.S. 34 (1937) 

where payments were held to be 
gifts. The Court said in 302 U.S. on page 
44, ‘A gift is none the less a gift because 
inspired by gratitude for the past faith- 
ful services of the recipient.’ The Court 
remarked, 302 U. S. on page 43, that 
the facts indicated that the intention of 
the persons who decided that the pay- 
ments should be made ‘was to make gifts 
in recognition of, not payments for, 
former services’.” 

Even in a case where the voluntary 
payment was made to the employee’s 
estate rather than to his widow with the 
intent of avoiding family displeasure by 
allowing the payment to be distributed 
according to the employee’s will, the 
Tax Court in the case of Foote Estate, 
28 TC 547 (1957) held that such a 
payment was a gift because it was given 
for the benefit of the beneficiaries of 
the deceased’s will. 


Problems of payor 


Turning from the problems of the 
recipient of the payments to those of 
the payor, we find that the Internal 
Revenue Service appears to have placed 
itself in the position of allowing such a 
deduction under its rulings even though 
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the widow is allowed to exclude the 
payment under the court decisions. 

Regulations 118 Section 39.23(a}9 
states that the amount paid in recogni- 
tion of the deceased employee's services 
may be deductible: “When the amount 
of the salary of an officer or employee 
is paid for a limited period after his 
death to his widow or heirs, in recogni- 
tion of the services rendered by the in- 
dividual, such payments may be de- 
ducted.” The term “limited period” has 
been interpreted to relate to the rea- 
sonableness of the total amount to be 
paid rather than to the length of the 
period in which such amount is to be 
paid. Rev. Rul. 54-625 CB 1954-2, 85. 
The portion of this ruling pertaining to 
the time when an accrual basis taxpayer 
may deduct the full amount was modi- 
fied to hold that the amount which it 
had obligated itself to pay the widow 
was deductible only to the extent that 
the payments were actually made by 
the employer during the year. This 
modification was based upon the opin- 
ion that such a series of payments con- 
stituted a plan for deferring compensa- 
tion to which 1939 IRC Section 23(p) 
applied. Rew Rul. 55-212, CB 1955-1, 
299. 

Regulations Section 1.162 under the 
1954 Code pertaining to business ex- 
penses omits the above quoted sentence 
appearing in the regulations applicable 
to the 1939 Code. However, Regulations 
Section 1.404(a)-12 pertains to contri- 
butions of an employer under a deferred 
payment plan. This section of the regu- 
part: “Similarly, if 
amounts are paid as a death benefit to 


lations states in 
the beneficiaries of an employee (for 
example, by continuing his salary for a 
reasonable period), and if such amounts 
meet the requirements of Section 162 
or 212, such amounts are deductible 
under Section 404(a)(5) in any case when 
they are not deductible under the other 
paragraphs of Section 404(a).” By treat- 
ing this item as a deferred compensation 
payment the Internal Revenue Service 
may be preparing to defend its position 
of disallowing as deductions voluntary 
payments to widows which the courts 
will not tax because such payments 
constitute gifts. 

Two recent cases indicate that the 
Internal Service may have 
trouble in sustaining such a_ position. 
Champion Spark Plug Company, 30 TC 
295 (affd. CA-6, April 23, 1959) held that 
a commitment made in 1953 to pay an 


Revenue 


employee or his widow or his estate an 





r 
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amount of $33,750 over 30 months be- 
ginning with January 15, 1954, was de- 


ductible in 1953 as an ordinary and 
necessary business expense and not as 
compensation services under any 
plan for payment of deferred compensa- 
tion. The court found that the employee 
had been fully paid for all services 


for 


rendered. 

Fifth Avenue Coach Lines, Inc., 31 
TC No. 111 (Feb. 27, 1959) allowed a 
corporation deductions for amounts 
paid an employee’s widow based on her 
need even though the payments might 
be treated as taxfree gifts to her. The 
court stated in its opinion on this issue: 
“The respondent relies, in part, on cases 
where the issue was the taxability of the 
payments to the recipient. Following the 
test set forth in Bogardus, 302 U.S. 34 
(1937), namely, that the donor’s inten- 
tion governs the question, we have on 
several occasions found such payments 
to be gifts, relying on some, if not all, 
of the following facts as indicative of 
donative rather than compensatory in- 
tent: the fact that the payments were 
the 
ployee’s dependent and not to the de- 
the fact that the 
ployee had been fully compensated for 


made directly to deceased em- 


ceased’s estate; em- 
his services; the fact that the donor had 
no contractual obligation to make the 
payments to the dependent; the fact 
that the dependent had performed no 
. . As pointed 
out above, these factors were considered 


services for the donor. 


in relation to the tax treatment of such 
payments in the hands of the recipients. 
Here, we do not consider the tax treat- 
ment of such payments in the hands of 
the recipients to be conclusive of the 
precise issue before us, namely, whether 
the payments are ordinary and _ neces- 
sary business expenses. The making of 
such payments may have an ordinary 
and necessary relationship to the con- 
duct of the payor’s business. An analysis 
of the petitioner's board of director's 
intentions in authorizing these payments 
is appropriate to the determination of 
whether the payments are ordinary and 
necessary business expenses.” 


Conclusion 


If the essential elements of a valid 
gift are present (voluntary transfer with- 
out consideration, intention to make a 
gift, delivery, and transfer of dominion 
and control), payments to widows are 
excludable from gross income under the 
provisions of IRC Section 102; U. S. 
Constitution Article 1, Section 2, Clause 
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8; Article 1, Section 9, Clause 4; and 
Amendment XVI. Admittedly such a 
determination under a given set of facts 
will be difficult, the degree of difficulty 
depending upon the peculiar set of find- 
ings involved. Help in reaching an 
answer will come not from mechanical 
rules for determining whether a_par- 
ticular payment to a widow constitutes 
taxable income or is a gift. The tend- 
ency toward imposing automatic objec- 
tive tests is making our Federal tax laws 
complex and difficult and should not be 
followed here. 

Rather the determination of whether 
a particular payment to a_ particular 
widow constitutes a gift or taxable in- 
come should be left to an analysis of the 
particular facts. If the taxpayer and the 
Internal Revenue Service are unable to 
effect a settlement of the controversy, it 
should be submitted to the courts 
their discretion and not given a 
mechanical answer under a set of rules 
intended to apply to all situations. Per- 
the Internal Revenue _ Service 
should set forth the various factors to be 
considered in determining whether a 
payment to a widow constitutes a gift 
or taxable and then adopt 
language similar to its estate tax regula- 
tions pertaining to the valuation of 
closely held stock; for example, “the 
weight to be accorded such evidentiary 
factors considered in the determination 
of whether the payment constitutes a 
gift or taxable income depends upon the 
facts of each case.” In this manner, the 
inherent unfairness of mechanical rules 
would be avoided. 


_ 


me 
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More on tax home; lumberjack 
allowed trips to woods 


THE VEXING QUESTION of the precise 
meaning of the tests for travel away 
from home, laid down by the Supreme 
Court in the famous Flowers case (326 
US 465, 1946) was again considered in 
Crowther, decided by the Ninth Circuit 
July 29, 1959. This case, the first ap- 
peals court case since the Peurifoy de- 
cision (358 US 59), does little to clear 
up the confusion surrounding the mean- 
ing of home. The Tax Court had de- 
nied Crowther, a lumberman employed 
in felling trees at various job sites 
around Fort Bragg, California, the cost 
of daily driving his car, loaded with 
spare parts and emergency equipment, 
from his family home into the woods, 
over private logging roads, to the actual 
job site. The Tax Court opinion, writ- 


ten before the Peurifoy appeal, treated 
the driving costs as commuting ex. 
penses. The journey was made by priv- 
ate car because no public transportation 
was available but that meant, the Tax 
Court said, merely that the operating 
costs of the car were no more deductible 
than rail or bus fare would have been. 
The Ninth Circuit was not impressed 
with this argument. The travel, jit 
thought, was caused not by the tax. 
payer’s choice of residence, the usual 
reason for commuting, but by the lack 
of living accommodations at the job 
site. This reasoning, while it saved Mr. 
Crowther from tax, is likely to have 
little appeal to more typical construc. 
tion workers who travel to jobs in the 
general area of the town in which they 
maintain a home for their families, It 


seems to be implied in this rationale 


that only expenses from travel from an 
isolated job site to a (the nearest?) set- 
tled community would be deductible. 
The current policy of the IRS is to 
allow construction workers who main- 
tain a home and headquarters in a town 
but work on jobs elsewhere, for periods 
generally less than a year, to deduct the 
ordinary away-from-home expenses. See 
10 JITAX 107, February 1959. 
However, the Crowther opinion went 
on to find additional ground for al- 
lowing these expenses. Even if the 
“exigencies of the business” itself did 
not require the travel, the job was tem- 
porary and thus the travel came within 
the temporary-indefinite exception to 
the business necessity rule, the third of 
the three tests laid down in Flowers. 
In Flowers, it will be recalled, the 
Supreme Court had said: “Three condi- 
tions satisfied before a 
may be 


met. ss 


traveling expense deduction 
made...: 

“1. The expense must be a reasonable 
and necessary traveling expense, as that 
term is generally understood. This in- 
cludes such items as transportation fares 
and food and lodging expenses incurred 
while traveling. 

“2. ne 


‘while away from home.’ 


expense must be incurred 

“3. The expense must be incurred in 
pursuit of business. This means that 
there must be a direct connection be- 
tween the expenditure and the carrying 
on of the trade or business of the tax- 
payer or of his employer. Moreover, 
such an expenditure must be necessary 
or appropriate to the development and 
pursuit of the business or trade.” Ap- 
plying these Flowers tests the Ninth Cir- 
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cuit had little difficulty in finding that 
the travel by Crowther was necessary. 
“In this case,” it said, “there was the 
necessity of traveling back and forth to 
the ‘layout,’ caused by the lack of liv- 
ing accommodations at the log sites and 
by the necessity of carrying tools back 
and forth to be repaired.” And, quite 
reasonably, the court continued, “The 
contention of the respondent [the IRS 
—Ed.} that the tax home of the taxpayer 
was at the seven different layouts in the 
woods does not appear realistic to us.” 
The third Flowers test was a little more 
difficult. 

In Peurifoy the Supreme Court had 
again considered the extent of the third 
test. It said there, “Generally, a tax- 
payer is entitled to deduct unreimbursed 
travel expenses under this subsection 
only when they are required by ‘the 
exigencies of business.’ 

“To this rule, however, the Tax Court 


has engrafted an exception which al- 
lows a deduction for expenditures of 
the type made in this case when the tax- 
payer’s employment is ‘temporary’ as 
contrasted with ‘indefinite’ or ‘inde- 
terminate.’ ” 

Accepting this test, the Ninth Circuit 
found that Crowther’s work qualified as 
temporary. “Here, also,” it said, “the 
work locations were temporary, there 
being seven of these locations in the 
two-year period. Here, also, the length 
of time of the work at the various loca- 
tions was not determined by the tax- 
payer, but was determined by his em- 
ployer, depending upon the amount of 
logs to be cut. 

“We believe,” the court concluded, 
“that the three requirements set out in 
Flowers have been fulfilled, and that 
the travel expenses here have been re- 
quired, as said in Flowers ‘by the ex- 
igencies of business.’ ” Ww 


New decisions affecting individuals 


*Calendar year tenants in fiscal year 
co-op apartment must file amended re- 
turns. The IRS 
representing a co-op tenant’s share of 


rules that amounts 
the corporation’s real estate taxes and in- 
terest paid by him during the last 3 
months of 1958 are not deductible by 
him in 1958 because the corporation’s 
fiscal year ended in September 1959. 
This is by reason of the fact that the 
corporation at the time the tenant files 
his 1958 return has not as yet qualified 
as a co-op housing corporation; the de- 


termination (whether 80% 


~ or more of 


its income is from co-op tenants) cannot 
be made until the close of each fiscal 
year in September. The Service suggests 
that if the taxable year of the tenant 
is different from that of the corporation, 
the tenant should file his return with- 
out claiming the tax and interest de- 
duction, and then when the corporate 
fiscal year closes, and it is ascertained 
that it qualifies as a co-op, the tenant at 
that time should claim the deductions 
by filing claims for refund or amended 
returns. Rev. Rul. 59-257. 


Father entitled to dependency credits 
for children [Acquiescence]. A father 
who made an average weekly payment 
of $32.90 to his ex-wife for the support 
of his three children was held entitled 
to claim the dependency credits. From 
the standard of living of the children 
the court concluded that taxpayer paid 





over half their support. Milgroom, 31 
TC No. 129, acq., IRB 1959-28. 


Payments to wife, not being alimony, 
qualify in part as support for child 
[Acquiescence]. Taxpayer was separated 
from his wife but the court found that 
his monthly payments to her could not 
qualify as deductible alimony. It ac- 
cepted his alternative argument that 
part of the payments were, in that case, 
support by him for their daughter and 
allowed him an exemption for her. 
Boettiger, 31 TC No. 49, acq., IRB 


1959-25. 


Relief presumed to have been for own 
support. Benefits paid an individual on 
the basis of need, under the public assis- 
tance laws of a state, are considered as 
the recipient’s contribution toward his 
own support even though he is free to 
spend his check as he sees fit. Therefore, 
if the benefits are more than half of the 
cost of his total support, the recipient 
cannot be claimed as a dependent by 
another person. Rev. Rul. 59-232. 


** Credit card expenses must be itemized. 
The Service reminds all employees that 
for 1959 and subsequent years, any em- 
ployee claiming a deduction for business 
expenses in excess of reimbursement 
must report the actual amount of ex- 
penses charged directed or indirectly 
to his employer through the credit card 
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system or otherwise. Since employers are 
not legally required to furnish employ- 
ees a record of the expenses so charged, 
the employee is warned to maintain 
such a record himself. Rev. Rul. 59-244. 


Costs of seeking prospective employment 
not deductible. Taxpayer is denied de- 
ductions for payments made to a law 
firm for “legal services and advertising 
in connection with change of employ- 
ment,” and for expenses in contacting 
prospective employers. The expendi- 
tures are found to have been in essence 
costs of seeking employment which are 
not deductible. Ryan, TCM 1959-131. 


Interest on tax deficiency a business ex- 
pense Taxpayer 
paid interest on a tax deficiency for an 
earlier year determined on the basis of 


[ Non-acqu iesce nce}. 


a business income adjustment. The in- 
terest was held to be properly deductible 
as a business expense for purposes of 
determining a net operating loss carry- 
over. Polk, 31 TC 412, non-acq., IRB 
1959-32. 


Accountant denied deduction for law 
course. The Tax Court disallows a busi- 
ness deduction claimed by taxpayer, an 
accountant, for a correspondence law 
course by which he earned a law degree. 
Citing Welch, 290 U.S. 111, this court 
decides that the cost of studying for a 
law degree is not an ordinary and neces- 
sary business expense for a practicing 
accountant. Spitaleri, 32 TC No. 88. 


Dutch elm disease of trees not casualty. 
The court holds that the loss occasioned 
by the complete destruction of trees on 
taxpayer's property due to Dutch elm dis- 
ease is not a casualty. It is a fungus spread 
by beetles, and its spread to the trees 
lacks the element of suddenness charac- 
teristic of a casualty. Burns, DC Ohio, 


5/25/59. 


Policy of Mississippi District Director 
on doctors’ entertainment. The District 
Director of Internal Revenue at Jack- 
son, Mississippi, has stated that enter- 
tainment expenses of doctors will be al- 
lowed only if the doctor establishes a con- 
nection between the specific entertain- 
ment and the obtaining of patients. Or- 
dinarily entertainment of laymen will be 
disallowed, the connection with busi- 
ness being too remote. Entertainment 
of other doctors is allowable when it is 
shown that it resulted in referrals. Re- 
quired proof includes: nature of prac- 
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tice; percentage of patients received as 
referrals; explanation of why referrals 
could be expected from doctors enter- 
referrals 
tained; how frequently a particular doc- 


tained; whether were ob- 
tor was entertained (repeated entertain- 
ment being, it is said, a sign of a per- 


sonal motive). Special Ruling, 6/13/58. 


Lawyer's business expenses cut down; 
denied accumulated depreciation de- 
duction. A lawyer’s claimed deductions 
of $2,100 for club dues and expenses, 
$3,500 travel, $9,500 promo- 
tional his residence, and 
$4,000 depreciation of a Cadillac, are 
partially disallowed for failure of proof. 
The Tax Court rejected the lawyer’s 
arguments that his deductions were rea- 


business 
expenses at 


sonable in view of his gross income of 
$61,000, and that similar amounts had 
been allowed in previous years. Tax- 
payer’s claim of $4,000 depreciation was 
based on his failure to claim any auto- 
mobile depreciation in prior years. The 
court pointed out that depreciation can- 
not be accumulated but must be taken 
in the year This 
court affirms. Taxpayer has not shown 
the Tax Court findings to be clearly 
erroneous. Young, CA-9, 6/24/59. 


in which it occurs. 


Didn’t prove drought killed trees; no 
casualty loss. The Tax Court noted that 
there are no decisions squarely on the 
point and that it is highly doubtful that 
a drought is a casualty in the same class 
as fire, storm or shipwreck and that dam- 
would be deductible. 
The government's expert testimony in- 


age caused bv it 


dicated that severe drought for several 
years is required to kill a tree. In this 
case, however, the Tax Court concluded 
that taxpayer did not prove that the 17 
trees around his home were killed by 
drought in 1954. There was evidence of 
infestation of the trees. This court af- 
firms. Kemper, CA-8, 7/10/59. 


Casualty loss from landslide limited to 
cost of repairs. Taxpayer's hillside resi- 
dence cost $139,000 and three months 
after completion land slides occurred. 
The cost of repairs was $8,500, for which 
taxpayers received insurance reimburse- 
ment of $4,100. The balance of $4,400 
was allowed as a casualty loss. Taxpayer 
claimed additional deduction of 
$89,500, however, the brief report of the 


an 


decision does not show the computation 
of the amount or the taxpayer's argu- 
ment. The disallows the claim 
saying taxpayer had not established that 


court 


October 1959 


as a result of the landslide the property 
decreased in value by more than $8,500. 
Schirmer, DC Cal., 6/9/59. 


Failure to file estimate not due to rea- 
sonable cause. Taxpayer’s excuse for not 
filing a declaration was that he did not 
know such declarations were required, 
that he was under the impression that 
all that was necessary was to file the 
completed return at the end of each tax- 
able year, and that no one, including 
the revenue agents, ever told him any- 
thing to the contrary in prior years. The 
court holds this excuse is not reasonable 
cause for failure to file the required 
declaration. Jones, TCM 1959-98. 


Double penalties for not filing estimate. 
Penalties were imposed under the 1939 
Code for substantial underestimate of a 
tax and also for failure to file an esti- 
mated return. The Tax Court, pointing 
out that it has consistently taken this 
position, holds that both of these penal- 
ties can be assessed concurrently. Heman, 
32 TC No. 44. 


Logger’s auto expense allowed as deduc- 
tion. A logger was employed at various 
successive “layouts” in timberlands 
which were 40 miles or more from his 
home. No living accommodations nor 
public transportation were available for 
him at the layouts. He used an automo- 
bile and jeep for the dual purpose of 
commuting between his home and his 
work, and for transporting tools and 
equipment used by him in his employ- 
ment. The Tax Court allowed a deduc- 
tion of auto expenses to the extent in- 
curred in transporting the tools, but dis- 
allowed that portion attributable to com- 
muting as being a personal expense. 
This court allows the entire expense. 
The business necessity of returning to 
his home each day to repair and replace 
tools overrode the personal aspect of the 
commuting. Crowther, CA-9, 7/29/59. 


Boat pilot denied auto expenses; he was 
a commuter. Taxpayer was a Mississippi 
River boat pilot. He was assigned to 
different boats by the pilots association. 
He worked mostly within the port of 
New Orleans, each assignment lasting 
several hours. Taxpayer claimed a de- 
duction for automobile expenses in- 
curred while traveling from his residence 
to various points of assignment. The 
Tax Court disallows the deduction, find- 
ing that the costs were really personal 
commuting expenses. Taxpayer’s resi- 


dence could not be considered his office 
merely because he received telephone 
calls there regarding new assignments, 
The court does allow a deduction for 
that portion of the automobile expenses 
which represented travel from one as- 
signment to another. Heuer, 32 TC No, 
83. 


*Food and lodging in Alaska were for 
convenience of employer. Taxpayers, 
husband and wife, were employed on a 
construction project about forty miles 
from Anchorage, Alaska. They were sub- 
ject to call twenty-four hours a day and 
seven days a week. Because of the in- 
accessibility of the area, taxpayers chose 
to live and eat without cost at their em- 
ployer’s camp nearby. Their employer 
estimated the value of the food and lodg- 
ing to be about $40 per week each and 
added it to taxpayers’ weekly earnings 
for the purpose of computing withhold- 
ing tax. These amounts were also in- 
cluded in taxpayers’ W-2s. The Tax 
Court, citing its recent decision in 
Olkjer, 32 TC 42, approves exclusion of 
these amounts from taxpayers’ income. 
Although taxpayers were not required to 
to live at the camp, they could not other- 
wise have performed their duties and the 
meals and lodging were therefore fur- 
nished for the convenience of the em- 
ployer. The bookkeeping methods of the 
employer do not 

Stone, 32 TC No. 93. 


control _ taxability. 


Separated wife liable for tax on com- 
munity income. Taxpayer and her hus- 
band were residents of Texas, a com- 
munity property state. During the tax- 
able year she separated from her hus- 
band although there was no court decree 
or any written agreement of legal separa- 
tion. Each filed separate returns, with 
taxpayer reporting $1,000, and her hus- 
band $6,000, as adjusted gross income. 
The court holds the marital community 
had not been dissolved taxpayer 
had a vested one-half interest in the 
total community income. She is there- 
fore held liable for the tax upon it. 
Sparks, TCM 1959-156. 


and 


Dower interest taxable as annuity. Tax- 
payer, the court finds, exchanged her 
dower interest in her deceased husband's 
real estate, valued at $32,500, for a life 
annuity of $375 per month. The pay- 
ments therefore should be taxed as an 
annuity and allowance thus made for 
taxfree return of capital. Rosen, DC 
Ala., 6/30/59. 
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MANAGEMENT OF THE 


Professional 


tax practice 


AND PROFESSIONAL AFFAIRS OF LAWYERS & ACCOUNTANTS 


Management consultant looks 
at the corporate tax manager 


How DOES THE MANAGEMENT consultant, 
investigating the organization and op- 
eration of today’s typical large corpora- 
tion, assess the responsibility and capa- 
bilities of the corporate tax manager? 
The Thirteenth Annual Tax Confer- 
ence of the Tax Executives Institute 
were given an outsider’s viewpoint on 
their jobs by Dale Purvis, president of 
the management consulting firm of Ed- 
ward H. Hay and Associates. Mr. Pur- 
vis saw the field growing and changing 
rapidly. “There was a time,” he said, 
“when the lawyers could claim taxes as 
legal territory with accounting over- 
tones; the accountants could stake it out 
as accounting territory with legal over- 
tones; other executives could practice 
out of a do-it-yourself-tax-kit, and noth- 
ing much would happen that a little out- 
side tax consultation could not fix up. 

“But today situations exist which call 
for a new breed—the tax managers, who 
combine an indispensable grasp of tax 
law, tax accountancy and corporate 
affairs with something unique to tax 
managers. This unique something is 
the first-hand knowledge and competence 
called for in order to steer individual 
corporations in the world of taxes and 
taxing authorities. 

“There are eight criteria which estab- 
lish a heavyweight tax management 
function: 

1. Technical know how. The manager 
must be a master of the techniques, prac- 
tices and theories of taxes. He might 
even be an exceptional professional, but 
this would be a bonus with the man 
rather than a job requirement. He must 
be authoritatively informed rather than 
technically adequate; 
function will be subordinate to other 
managerial leadership. 

2. Human relations savvy. The man- 
ager must at least have enough of this 
skill to make friends and influence 
people. I cannot visualize this job as a 
remote ivory-tower assignment, no mat- 
ter how much assistance he might have. 


otherwise, the 





3. Managerial breadth. To claim 
heavyweight management status, a job 
must have a breadth of integrated di- 
versification. I do not mean here that 
this job should merely supervise some 
diversified activities, but rather that it 
should cover a broad field of unrelated 
interests which have to be pulled to- 
gether. And to pull them together would 
require a breadth of knowledge about 
the things that would have an impact 
on the tax picture and vice versa. 

“If the tax management area is im- 
portant enough to rate as a recugnizable 
management field, it must have this 
breadth of interest beyond the mere 
specialty of taxes. Otherwise, the true 
management aspect would be taken care 
of up the line, and the tax activity would 
be only a supervised specialty. 

4. Ability in original thinking. One 
of the things you pay top managers for 
is their ability to think on their own. 
The tax management job we are talk- 
ing about would call for original think- 
ing guided only by general corporate 
policies, principles and objectives. I 
cannot visualize anyone second-guessing 
this job insofar as taxes are concerned. 

5. Kind of problems encountered. In 
the spectrum of problems to be solved, 
which runs from the pure regurgitation 
of things learned, on the one hand, to 
blue-sky conceptualization on the other, 
the tax management job would seem to 
call for analytical adaptation in variable 
situations in both business and taxation. 

“The last three criteria relate to the 
notion of accountability for what hap- 
pens. Now, there is a lot more talk about 
accountability than there is understand- 
ing of it. Quite simply: Every function 
or job makes a difference to the com- 
pany fortunes. If it didn’t, it wouldn’t 
or shouldn’t, exist. The difference that it 
makes to the company is a measure of 
its accountability or importance. 

6. Freedom to act. To have the mini- 
mum status we have been talking about, 
the tax manager should be free to act 
within a framework of general guidance 
by top management with respect to gen- 
eral corporate policies and standards of 
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propriety. He would set his own func- 
tional policies—otherwise he could hard- 
ly lay claim to heading up an inde- 
pendent function. 

“This ‘freedom to act’ is perhaps the 
controlling criterion in establishing the 
stature of the tax manager job. 

7. Magnitude of the area affected. 
Sooner or later we have to settle upon 
the criterion of size, which has a lot to 
do with the matter of importance. 

“A company which engages in geo- 
graphically far flung activities has a 
great diversity of state and local tax 
problems over and above the Federal in- 
come tax (which, while important, is by 
no means exclusively controlling). 

“Such diversity implies a certain mag- 
nitude, for the tax management func- 
tion as measured by sales volume and 
the total tax bill. The subject, however, 
is to extended to be included here. 

8. Impact of the job on the area 
affected. Magnitude is not controlling, 
nor does it stand by itself. What counts 
is the impact of the tax management job 
on the area affected. I can see three such 
impacts: (a) The manager has a primary 
impact on his own organizational show, 
because he runs it. This is the least of 
his accountabilities. (b) Better still is to 
look at the impact of the tax manager 
on the tax bill. Now in this regard he is 
not primary in my view, because he does 
not create the tax liability, nor does he 
write the tax laws and Regulations. But 
he pays the taxes, and there is a lot that 
he can do, for better or for worse, within 
interpretative limits and competent ne- 
gotiations. Therefore, he certainly has a 
shared impact on this larger magnitude, 
the sharing taking into consideration the 
impact of those who create the liability 
and those who establish the standards of 
taxation. (c) Equal in merit to (b) is to 
consider, alternatively, the impact of the 
tax manager on the business as a whole. 
In a complex, sophisticated and dynamic 
situation, he has a lot to say about acqui- 
sitions, locations, ways of conducting 
business, and so forth, from the tax 
angle. In this case, he has a much lighter 
impact (advisory or indirect) on a much 
larger area (the whole business, domestic 
and foreign). It would make no differ- 
ence whether you preferred (b) or (c); 
they would give the same answer, which 
would be greater than (a). Furthermore, 
they would be more appropriate: The 
purpose of having a tax manager is 
primarily to do something beneficial 
about the tax bill rather than merely to 
run a Tax Department.” a 
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New IRS training for Agents is making 


them stronger opponents, CPA says 


a igen CONVERSATIONS WITH other 
practitioners all over the United 
States, I have learned that the very 
mention of the closing of cases with the 
Internal Revenue Service stimulates a 
very energetic discussion. There ap- 
pears to be a general opinion that the 
settlement of cases in becoming in- 
creasingly difficult.” So said William S. 
Gordon, in the Cleveland 
office of the national accounting firm 
of Ernst & Ernst. Speaking at the Elev- 
enth Annual 


a partner 


Tax Conference of the 
Columbus chapter of the Ohio Society 
of CPA’s, he attributed the difficulty 
in settlement to the fact that Revenue 
Agents in general are becoming stronger 
adversaries. ‘‘More issues will be raised 
by the Revenue Agents because the basic 
educational requirements have definite- 
ly been and the Blue Ribbon 
educational program has improved the 
Revenue Agent’s training. We may ex- 
pect more difficulty in reaching agree- 
ments at the Revenue Agent’s level be- 
cause the Internal Revenue Service 
Manual does not encourage the Rev- 
enue Agent in the field to reach a com- 
promise on his proposed adjustments. 
Ever the of the Service 
has been restored, Agents have more 
courage in supporting their convictions. 


raised 


since morale 


Selection of Agents 

The Revenue Service, Mr. 
Gordon said, presently places a great 
deal of emphasis on the quality of the 
Revenue Agents and the effectiveness of 
the present for developing 
their ability and skill. A review of the 
educational requirements necessary to 


Internal 


program 


qualify as an Internal Revenue Agent 


and the current educational program 
for trainees affords a partial answer to 
our question why settlement is difficult. 

A recent pamphlet entitled, “A Career 
for Accountants,” published for distri- 
bution to prospective Internal Revenue 
Agents, specifies that 


an applicant 


should have attained 24 or more semes- 
ter hours in accounting. Originally this 
requirement could be satisfied through 
credits gained from colleges or business 
schools. At the present time the Service 
is accepting applications only from 
young men who have graduated from 
accredited colleges or universities with 
a major of not less than 24 hours in 
accounting. 

Although this standard created a prob- 
lem in procuring Agents during the past 
two years, the Service is now obtaining 
its requirements without difficulty. 


Improved training 


Upon acceptance of his application, 
the trainee is enrolled in the educa- 
tional program and attends classes in 
one of the larger centers. The trainee 
is provided with a kit consisting of 
specific problems having to do with in- 
dividual and partnership returns. These 
problems consist of given facts, and two 
trainees are assigned to work on the 
same problem. One will act as a Rev- 
enue Agent Examiner, while the other 
acts on behalf of the taxpayer. Each 
trainee argues his side of the case in 
an effort to a solution. This 
method is intended to be a _ practical 
approach to any examination. 

Prior to the development of this tech- 
nique, the educational program con- 


reach 


of classroom lectures conducted 
by senior employees of the Service, and 
in those courses it was necessary for the 
trainee to virtually memorize the text. 
Under the new program, classes are 
supervised by an instructor who acts as 
an 


sisted 


advisor and gives counsel where 
necessary, but academic lectures as such, 
are not used. 

After training 
which is approximately 3 months, the 
trainee then goes into an “on-the-job” 


the initial period, 


training period with experienced agents. 
During this phase he is assigned to sit 
in on office audit procedures as an ob- 


server to learn the technique of con. 
ducting hearings with the taxpayers, 
In the next step he is introduced to the 
technique of field examinations by ac- 
companying experienced Agents as an 
observer. 

Following his apprenticeship as an ob. 
server, he is then given an assignment 
on his own. Then the position is re. 
versed. The trainee makes the investi- 
gation and the Field Agent acts as the 
observer. 

In furtherance of his training, he is 
introduced to corporate income tax law 
through the study of a representative 
tax return made out in the usual de. 
tail and submitted to him for his ex- 
amination. The instructor has in his 
possession the usual books of account 
and the records found in the taxpayer's 
office and from which the return was 
prepared. These are submitted to the 
trainee only at his specific request. The 
trainee makes his own decisions as to 
which items he wishes to survey, and 
selects the records which he deems he 
needs. He is graded on his initiative and 
ability in selecting the pertinent records 
and in disclosing the questionable items 
which are incorporated in the return. 

As in the case with individual and 
partnership returns, his on-the-job 
training is continued as he is introduced 
to the technique of field examinations 
by accompanying experienced Revenue 
Agents as an observer. 

At the end of the year’s training pe- 
riod, based on the recommendations of 
the supervisors and persons having di- 
rect knowledge of his progress, he is 
entitled to certification as an Internal 
Revenue Agent. The acceptance of his 
original application for employment 
plus his certification at the end of the 
first year entitles the trainee to Civil 
Service appointment; therefore no ex- 
amination for such an appointment is 
required. 

This training program was devised to 
develop men more effectively trained 
than before. Therefore it follows that 
more questions are going to be raised 
in the future. 


IRS manual 


It is common practice for the Internal 
Revenue Agent, upon the completion of 
his examination, to propose many ad- 
justments for consideration, even though 
some appear to be picayunish and con- 
troversial. We have all experienced the 
difficulty in reaching an agreement at 
this level. 
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The National Office defends the Rev- 


enue Agent’s procedure because, in pre- 
paring the training manual, the Inter- 
nal Revenue Service purposely avoided 
any reference to the term “settlement.” 

It is the opinion of the Service that 
an Internal Revenue Agent should not 
pass judgment on the possible success 
or failure of an issue. If, in his opinion, 
he is correct, he should defer action on 
the question to be further considered in 
an informal conference at a_ higher 
level. 

Former Commissioner Harrington 
stated that for the year 1957, as a re- 
sult of Internal Revenue Agents’ ex- 
aminations, additional taxes and penal- 
ties were collected in the amount of 
$1,367,000,000 as compared with $1,271,- 
000,000 for the year 1956. Such collec- 
tions in 1957 were 714% greater than 
in the previous year as compared with 
an increase of 11% in 1956 over the 
previous year. 

It is apparent that the Commission- 
er’s Office places emphasis upon the 
amounts collected, and it is also evident 
that there is an incentive to increase 
collections over the prior years. It 
naturally follows that the same spirit 
prevails throughout the Service. 

The Internal Revenue Service has al- 
ways contended that collections were 
not used in measuring an Agent’s ef- 
ficiency, or in deciding his promotions. 
It is conceded, however, by the Service 
that the Agents naturally 
strive to better their records from year 
to year in much the same manner as 
a salesman tries to increase his quota. 


individual 


Banks reporting of cash 
withdrawals traps taxpayers 


THE systEM of monthly reports by banks 
of unusual currency transactions, begun 
during the war in an effort to trace 
black marketing, has proved to be of 
great value to the Internal Revenue 
Service in uncovering tax evasion. The 
Secretary of the Treasury recently re- 
minded banks of their obligation to 
make these reports and cautioned em- 
ployees of the IRS not to divulge the 
fact of the report to the bank’s cus- 
tomers. In a letter sent to all U. S. 
banks Secretary Anderson reminded 
them that since 1945 the Treasury De- 
partment have required 
every financial institution in the United 
States to file monthly reports of large 
and unusual currency transactions. 

Financial institutions report on Form 


regulations 





TCR-1 each deposit or withdrawal, or 
other payment or transfer which in- 
volves transactions in United States cur- 
rency as follows: 

1. Transactions involving $2,500 or 
more of United States currency in de- 
nominations of $100 or higher; 

2. Transactions involving $10,000 or 
more of United States currency in any 
denominations, and 

3. Transactions involving any amount 
in any denominations, which in the 
judgment of the financial institution 
exceed those commensurate with the 
customary conduct of the business, in- 
dustry or profession of the person or 
organization concerned. 

These reports were originally devel- 
oped for the purpose of discovering 
large currency transactions resorted to 
by racketeers, dealers in narcotics, for- 
eign agents, and others engaged in il- 
legal activities as an attempted method 
of concealing income. Particularly, the 
reports have been of invaluable as- 
sistance to the Internal Revenue Service 
in breaking some of the largest income 
tax evasion cases. For example, in fiscal 
years 1957 and 1958, the Revenue 
Service completed 129 fraud cases in- 
volving additional tax and _ penalties 
of approximately $13,500,000 which 
originated from information contained 
in currency transaction reports submitted 
by banks and other financial institu- 
tions. 

The Internal Revenue Service has re- 
cently revised its procedure to provide 
for better utilization of the curency 
reports and tighter controls for their 
handling by its employees. Instructions 
were issued again cautioning Internal 
Revenue employees that the reporting 
of currency transactions by financial in- 
stitutions should not be divulged to the 
customers of the reporting institutions. 


Identification 


Instances have recently been brought 
to his attention, Mr. Anderson said, in 
which individuals have engaged in large 
and unusual currency transactions and 
have funished false or inadequate identi- 
fication. Transactions of this nature can 
have far-reaching effects on the protec- 
tion of the Federal revenue, and he re- 
quested all banks and other financial 
institutions to guard against those trans- 
actions where satisfactory identification 
is not furnished by persons or organiza- 
tions (including any agents or couriers) 
engaged in currency transactions. Instruc- 
tions Relating to Reports of Currency 
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Transactions provide in part: “Section 
102.3. No financial institutions shall ef- 
fect any transaction with respect to 
which a report is required unless the 
person or organization with whom such 
transaction is to be effected has been 
satisfactori!y identified.” 

A recent survey of the forms filed in- 
dicated to Mr. Anderson that some fi- 
nancial institutions are not submitting 
reporis when it appears obvious that the 
criteria for the submission of reports 
have been met; while, on the other 
hand, there are indications that some 
few reports are received of cash trans- 
actions which are ordinary, necessary, 
and commensurate with the customary 
financial requirements of the persons 
or organizations making the taransac- 
tions. Therefore, Mr. Anderson urged 
all financial institutions to reexamine 
their methods of handling this program. 
It may be, he said, that because of 
the constant pressures of day-to-day 
problems, and in some instances the 
mergers of banks, some officials of fi- 
nancial institutions are unfamiliar with 
the Treasury Department’s currency re- 
porting program. He asked officials of 
all banks and other financial institu- 
tions to give their wholehearted co- 
operation in furnishing information to 
enable the Internal Revenue Service to 
identify the few tax cheats, thereby help- 
ing to protect the economic and finan- 
cial interests of the vast majority. vr 


Personnel freeze in IRS lifted; 
new staff added 


Tue Commissioner has told IRS staff 
that the recently-imposed freeze on pro- 
motions within the IRS has now been 
lifted, and that financial plans for fu- 
ture operations have been recast so as 
to permit not only resumption of pro- 
motions but the adding of new men. A 
total of 100 new Revenue Agents are 
soon to be added, plus 119 office audi- 
tors. 

Some reduction in personnel will be 
made in accounting and processing. 

The IRS plans advanced training 
courses this year for some 1,000 Revenue 


Agents and 500 Special Agents. % 
$ 10 
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New procedural decisions this month 





*Attorney must produce records of 
financial transactions. Respondent, an 
attorney, was ordered by the IRS to 
produce records of certain financial 
transactions he had carried out on be- 
half of others. He claimed that the 
papers were protected by the attorney- 
client privilege. The court holds, how- 
ever, that in executing these transactions 
no legal advice was sought or given, and 
therefore there is no privilege. Orloff, 
DC Calif., 5/14/59. 


Goldfine contempt upheld. Bernard 
Goldfine refused to turn over certain 
records to a Revenue Agent, and the 
Agent obtained an order from the dis- 
trict court requiring him to produce 
some, but not all, of the records thus 
requested. Goldfine applied to this court 
for a stay of the district court order, but 
the application was dismissed, and Gold- 
fine persisted in his refusal to obey the 
order. The district court judge there- 
upon convicted him of contempt. This 
court affirms. While reliance on counsel 
might show Goldfine was not willful in 
his refusal, such reliance was not demon- 
strated at the time. Goldfine, CA-1, 7/ 
24/59. 


No refund claim allowed after Commis- 
sioner accepts compromise. The Com- 
missioner was preparing to make $5,800 
assessment against taxpayer for 1952. In 
1956, before the expiration of the date 
by which assessment was required, the 
Commissioner accepted taxpayer’s offer 
to settle the case for $1,500. Assessment 
was never made, and in 1957 taxpayer 
delivered to Commissioner an executed 
Form 870-D which was, in effect, an 
offer to settle and an agreement that the 
case would not be reopened, and that 
no refund claims would be filed. Tax- 
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payer later filed a refund claim for 
1952. The court holds that the taxpayer 
is equitably estopped from asserting the 
refund claim, citing Daugette (250 F.2d 
753) in which it was held that the 
government’s reliance on taxpayer’s 
promise during the period assessment 
would have been allowed bound the tax- 
payer. Hunt, DC Tex., 7/2/59. 


Tax paid after limitations period was 
overpayment entitled to refund. After 
the statute of limitations had run, tax- 
payer paid an asserted deficiency under 
threat of distraint proceedings. The 
court holds that this was an “overpay- 
ment” and was subject to refund. The 
government could not recoup an er- 
roneous refund it had made for another 
year against this refund claim. La- 
Follette, DC Calif., 6/24/59. 


Waiver of five-year statute effective as 
to omitted income. Taxpayer omitted 
more than 25% of his gross income thus 
making operative the five-year statute of 
limitations. He then executed a waiver 
on Form 872 extending the five-year 
period. After the expiration of the five 
years but before the expiration of the 
extended period, the Commissioner 
assessed a deficiency based on inclusion 
of the omitted income. Taxpayer con- 
tended that it was not within the Com- 
missioner’s power to do this. He argued 
that the waiver referred to “taxes due 
under any return” and was thus in- 
effective as to omitted income. The Tax 
Court upholds the Commissioner, find- 
ing that taxpayer was straining the 
language of the waiver. The waiver 
made express reference to the specific 
section of the Code extending the 
statute in cases of income omission and 
therefore the parties to the waiver are 
deemed to have intended its applica- 
tion to omitted income. Furthermore, 
Form 872 refers to taxes due “under 
existing acts” which would apply to 
the omitted income. [Under the 1954 
Code an omission of 25% of income 
extends the assessment period for six 
years.—Ed.] Sachs, 32 TC No. 69. 


Determination of “related person” for 
mitigation of statute of limitations. 
Taxpayer here had been working with 
his father; the father filed as an indi- 
vidual proprietor and the son as em- 


ployee. However, when an examining 
agent discovered serious omissions of jn- 
come from. the father’s return, a com- 
promise settlement was made on the 
basis of treating taxpayer and his father 
as partners. The father paid fraud 
penalties, but subsequently recovered 
them after a jury found that there was 
no partnership. The son now seeks to 
recover the tax that he paid as a partner 
in the compromise settlement. However, 
the years are closed to him unless the 
mitigation provisions apply because of 
an inconsistent determination. The dis- 
trict court held it need not consider that 
question because it is only as a part- 
ner that taxpayer could possibly claim 
that he is a “related person” for the 
mitigation of the statute of limitations. 
This court affirms. Taxpayer cannot play 
fast and loose with the Code by claim- 
ing that he is a partner to lift the bar 
of the statute and then claim that he is 
not a partner to recover the tax. 
Taxeraas, CA-8, 7/30/59. 


Tax Court petition by liquidating trus- 
tee invalid. In 1954, a building and loan 
corporation filed its certificate of elec- 
tion to dissolve, and in 1955 the state 
issued a certificate dissolving the corpo- 
ration. In 1956 the liquidating trustees 
filed the final corporate return for 1955. 
In 1957 the Commissioner mailed a 
notice of deficiency for 1955, and in 
December of that year, (more than 2 
years after dissolution) the individuals 
who had acted as liquidating trustees 
filed a petition in the Tax Court on be- 
half of the dissolved corporation. The 
Commissioner then moved to dismiss the 
case for lack of jurisdiction. The court 
agrees, holding that it has no jurisdic- 
tion over a case instituted on behalf of 
a corporation which has been com- 
pletely liquidated, and which has com- 
pletely ceased to exist under controlling 
local law. Homestead Building & Loan 
Assn., TCM 1959-139. 


Closed cases may be reopened only with 
approval of District Director or Assis- 
tant Regional Commissioner. A case ex- 
amined and closed in the District Di- 
rectors’ offices will not be reopened un- 
less there has been substantial error, or 
there is evidence of fraud, malfeasance, 
collusion, concealment or the misrepre- 
sentation of a material fact. Reopening 
of a case must have the approval of 
either the District Director or the As- 
sistant Regional Commissioner. Rev. 
Proc. 59-25. 
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Recent changes in state 
unemployment insurance rules 


Tue INDIANA UNEMPLOYMENT INSURANCE 
Law was recently changed, effective July 
4, 1959, to provide for a $3 increase in 
the maximum weekly benefit amount 
payable to an unemployed individual 
covered under the Indiana Unemploy- 
ment Law. The maximum weekly benefit 
amount was raised from $33 to $36. 
Effective at the same time, unemployed 
individuals may draw the lesser of 26 
times the weekly amount or 25% of 
base period wages. This was raised from 
the lesser of 22 times the weekly benefit 
amount or 25% of base period wages. 


Colorado 


Colorado Unemployment Insurance 
Law, has been extensively revised; all 
changes being effective July 1, 1959. The 
current weekly benefit amount is com- 
puted at 4% of the “high quarter” base 
period wages of the claimant. These 
benefits range from a minimum of $14 
to a maximum of $35 weekly. Effective 
July 1 benefits paid to unemployed 
workers will be computed at 4.615% of 
the “high quarter” base period wages of 
the claimant, but the maximum weekly 
benefit may not exceed 14 of the aver- 
age weekly earnings of selected Colorado 
industries as published by the United 
States Bureau of Labor Statistics. The 
new weekly benefit amount which will 
be determined by the figures published 
by the Bureau of Labor Statistics will 
be computed semi-annually using the 
most recent figures available. 

The current maximum benefits pay- 
able which are the lesser of 26 times the 
weekly benefit amount or 14 of base 
period wages, will be changed to the 
lesser of 3214 times the weekly benefit 
amount or 14 of the base period wages. 

A gross misconduct provision was writ- 
ten into the law whereby claimants who 
are disqualified for theft from their em- 
ployer those who have committed other 
offenses while on duty, such as drunken- 
ness and assault and battery, will be dis- 
qualified for not less than 10 weeks nor 





more than 3214 weeks beginning with 
the week in which the disqualifying act 
occurs. Individuals who voluntarily quit 
their work without good cause and with- 
out extenuating circumstances will also 
be disqualified for from 10 to 3214 
weeks. 

A shorter disqualification period, from 
1 to 10 weeks, will remain in effect in 
cases of voluntary quits with good cause 
where extenuating circumstances are 
present or where the claimant quits for 
marriage or because of marital, filial, or 
other domestic obligations, or is dis- 
charged on account of pregnancy or mis- 
conduct. The 1 through 10 week dis- 
qualification will also apply in instances 
where an individual refuses to apply for 
or accept suitable work. 

The disqualifications (1 through 10 or 
10 through 3214 weeks) will also serve to 
reduce the total amount of benefits pay- 
able to a claimant, computed as the 
number of weeks for which the claim- 
ant is disqualified multiplied by the 
claimant’s weekly benefit amount. 

Effective July 1 the amount of benefits 
payable to a claimant will be reduced 
by: 

1. His primary Federal Old Age bene- 
fit. 

2. Company-financed pension or re- 
tirement pay (except that there will be 
no reduction in benefits if in the indi- 
vidual’s base period there are no wages 
paid by the employer who is furnishing 
the pension). 

The maximum amount which an em- 
ployer may be charged in regard to 
benefits paid to unemployed claimants 
will be increased from $920 to 14 of 
base period wages. 


New Mexico 

Effective with benefit years beginning 
on and after July 1, the maximum week- 
ly unemployment benefit amount for 
unemployed individuals in the State of 
New Mexico will be increased from $30 
to $36 weekly. At the same time the 
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maximum duration of benefits payable 
will be increased from 24 to 30 weeks. 

Thus the maximum total benefits 
which an individual may receive dur- 
ing a benefit year will be $1,080 (30 
weeks times $36) as compared to $720 
(24 weeks times $30), the latter remain- 
ing in effect until June 30. 


Utah 


In accordance with the “escalator 
type” system for determining the maxi- 
mum weekly unemployment insurance 
benefit amount in the State of Utah, a 
$40 maximum weekly benefit has been 
set applicable to benefit years beginning 
during the period July 5, 1959 through 
July 3, 1960. 

This $40 maximum weekly benefit 
amount is based upon average weekly 
wages of $80.214 per insured worker 
under the Utah Unemployment Law. 
The previous weekly maximum of $39 
remains in effect until July 5. 


NEW DECISIONS 


* Janitors not independent contractors; 
employer liable for payroll taxes. Tax- 
payer owned apartment buildings which 
were serviced by janitors in exchange for 
apartments *with a reduced rental, or 
none at all. The janitors were respon- 
sible for cleaning and light mainten- 
ance, showing vacant apartments, and 
collecting rents. They maintained no 
offices and did not hold themselves out 
as being in the business of performing 
janitorial work. They did have the right 
to select temporary substitutes and 
usually had other jobs. There was no 
written contract between taxpayer and 
the janitors, and either party could 
terminate the relationship at any time. 
On the facts, this court affirms the Dis- 
trict Court’s unreported decision that 
the janitors are employees and that tax- 
payer is liable for federal unemploy- 
ment and F.I.C.A. taxes on their com- 
pensation. Beatty, CA-8, 6/19/59. 

IRS testing punch-card 941. The em- 
ployer’s quarterly report of income tax 
withheld (Form 941) is now being tested 
in 15 districts in a new format. It is 
being sent to employers as a prepunched 
card, Form 941-T. It is similar in ap- 
pearance to the standard paper form 
and is accompanied with the usual 
Schedule A on which employee wage 
information is to be listed. The IRS 
hopes that by machine processing of the 
prepunched cards it can greatly speed 
up its operations. Announcement 59-42. 
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Factors that make a business unitary 


and thus subject to apportionment 


O« of the constitutional fundamen- 
tals of state taxation is that a state 
determine the taxable income of 
an interstate business by using an ap- 
portionment formula only if the busi- 
ness is unitary—that is one in which 
the activities of the 


can 


in one 
value or 


company 
contributed to the 
activities in another. If an 
business is not unitary, then it must be 
permitted to use separate accounting 


state 


interstate 


to fix the income taxable in any par- 
ticular state. As a practical matter, the 
right to use separate accounting can be 
an extremely valuable one since, as is 
well known, apportionment formulas are 
frequently neither fair nor as simple as 
they appear. The function of the for- 
mulas is theoretically to make sure 
than one state can tax 


income limit 


that not more 


interstate and to each 


state to a tax on values within the 
state. But, though violation of either 
of these criteria will result in a multi- 
ple burden on interstate commerce and 
a violation of the commerce clause of 
the Constitution, no court has as yet 
required that the formula measure local 
activity with any degree of accuracy. 
All the state must do is show that the 
business is unitary and then almost any 
formula is acceptable. 

Recently, the Franchise 
Tax Board issued a report analyzing 


California 


the concept of a unitary business and 
listing the factors which in California 
cases have been held to show that the 
business is unitary. This report, devel- 
oped in cooperation with the California 
State Society of CPAs Committee on 
Taxation, is of particular interest to 
California taxmen, but, in view of the 
fact that this is essentially a Federal 
question, serves as a valuable review for 
state tax men everywhere. 

The report points out that in the 
first cases approving state apportion- 
ment formulas, the United States Su- 
Court did not use the word 
unitary. In Underwood Typewriter Co. 


preme 


254 US 113, 1920) the Court, in up- 
holding the formula, said, “The profits 
of the corporation were largely earned 
by a series of transactions beginning 
with manufacture in Connecticut and 
ending with sale in other states.” The 
first express classification of a unitary 
business for state income tax purposes 
was made in Bass, Ratcliff & Gretton, 
Limited (266 US 271, 1924). In this 
case the Court stated: “So in the present 
case we are of the opinion that, as the 
company carried on the unitary busi- 
ness of manufacturing and selling ale, 
in which its profits were earned by a 
series of transactions beginning with 
the manufacture in England and end- 
ing in sales in New York and other 
places—the process of manufacturing re- 
sulting in no profits until it ends in 
sales—the state was justified in attribut- 
ing to New York a just proportion of 
the profits earned by the company from 
such unitary business.” 


Term unitary 


While the Bass Ale case, the Cali- 
fornia report continues, is the first case 
to mention and use the term unitary 
business to describe a business whose 
income may be determined by use of 
formula, the court was 
not required to define the term since 
the taxpayer conceded that it was en- 
gaged in a unitary business. It was not 
until Butler Bros., (17 C2d 64, affd., 
62 Sup. Ct. 701, 1941) that a taxpayer 
attempted to resist having its income 
determined by the application of an 
allocation formula by denying that it 
was engaged in a unitary business. The 
court stated that the answer to whether 
or not formula allocation or separate 
accounting should be employed in de- 
termining income depended: “. . . en- 
tirely on the nature of the business 
conducted within and without the state 
by appellant, a foreign corporation. . . . 
f there is an evidence to sustain a find- 
ing that the operations of appellant in 


an_ allocation 


California . . . contributed to the net 
income derived from its entire opera- 
tions in the United States, then the 
entire business of appellant is so clearly 
unitary as to require a fair system of 
apportionment by the formula method 
in order to prevent overtaxation to the 
corporation or undertaxation by the 
state.” 

After making a full review of appel- 
ant’s business, the court concluded 
that its unitary nature was definitely 
established by the presence of the fol- 
lowing circumstances: (1) unity of own- 
ership; (2) unity of operation as evi- 
denced by central purchasing, advertis. 
ing, accounting and management divi- 
sions; and (3) unity of use in its cen- 
tralized executive force 
system of operation. 

In Edison California Stores (30 C2d 
472, 1947) a California court was re- 
quired to determine whether or not a 
business was unitary when the opera- 
tions were carried on by incorporated 
wholly-controlled branches. In finding 


and _ general 


that the business was unitary the court 
said: “If the operation of the portion 
of the the state 
is dependent upon or contributes to the 


operation of the business without the 


business done within 


state, the operations are unitary; other- 
wise, if there is ne such dependency, 
the business within the state may be 
considered to be separate.” 

The court then found that since the 
same present as in the 


Butler Bros. case, supra, Edison was 


factors were 


engaged in a unitary business even 
though the controlled branches were in- 


corporated. 


Test of unity 

“Insofar as the State of California is 
concerned,” the report continues, “the 
test of unity is that formulated by Edison 
California Thus, the test of 
unity is not dependent upon any single 
factor or group of factors but is de- 
termined solely by whether or not the 
business within this state is dependent 


Stores. 


upon or contributes to the operation of 
the business without the state. 

“In evaluating whether or not a busi- 
ness in [California] is dependent upon 
or contributes to the business without 
the state, the courts and the Board of 
Equalization have mentioned a num- 
ber of factors which may establish the 
unitary nature of a business. The fac- 
tors which have been relied on by the 
courts are: (1) unity of ownership; (2) 
unity of operation as evidenced by cen- 
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tral purchasing, advertising, accounting 
and management divisions; and (3) 
unity of use in centralized executive 
force and general system of operation 
plus a central distributing department 
and central store operations depart- 
ment. 

It is impossible to weigh any of the 
factors which have been mentioned as 
indices of a unitary business until the 
nature of the business itself is known. 
For example, in the cases decided by 
the courts, central advertising has been 
considered as evidence of unity of opera- 
tion. But if a company operated a 
grocery store in Cailfornia and one in 
Washington and no others, it is doubt- 
ful that central advertising would be 
cogent evidence of unitary operations. 
However, if this same business operated 
150 grocery stores on the West Coast 
and sold groceries under its own trade 
name, the unitary nature of the busi- 
ness may well be fortified by evidence 
of central advertising. Again in the case 
of the company operating two grocery 
stores. if it maintains a central pur- 
chasing division which enables it to 
obtain a larger discount because of 
increased volume of purchases then 
such department in itself may be sufh- 
cient to establish that the operations 
are unitary. However, if a central pur- 
chasing department was maintained 
primarily for the convenience of a 
branch office, such factor could be given 
but slight consideration. This might oc- 
cur if a company operated an electric 
repair service in two states and the 
parent office purchased all supplies, but 
not in sufficient quantities to receive an 
additional discount. 

In addition to the factors considered 
by the courts as indicating that a busi- 
ness is unitary, in 25 cases the Board 
of Equalization has mentioned 19 fac- 
tors as showing unity of operations and 
five, unity of use. The factors men- 
tioned most often are those which were 
listed as present in Butler Bros., and 
Edison California Stores: central pur- 
chasing, central advertising, central ac- 
counting and central management. 
Other factors have been mentioned as 
indicating unity of operations but only 
two have been mentioned as often as 
three times—financial services and in- 
terlocking directors. Eight are limited 
to one taxpayer: credit, foreign, indus- 
trial relations, law, property, publicity, 
and taxes, which were services provided 
by the parent in Union Carbide and 
Chemical Company.” 


From the above the report concludes 
that “when testing the operation in 
order to determine whether or not it 
is unitary, the factors most often applied 
are the four unities of operation first 
mentioned in the Butler Bros. case— 
central purchasing, advertising, account- 
ing, and management. Of these factors 
the latter is the one first looked for, 
but it is not essential to the finding 
that a business is unitary. 

The effect of the omission of a factor, 
for example centralized purchasing, was 
expressed by the Board in Appeal of 
W. J. Bush & Co., decided June 12, 
1957, as follows: 

“While the courts have relied upon 
the existence of centralized purchasing 
when it was present, this is but one 
factor to be considered. Where so many 
other facts point to the presence of a 
unitary business, the absence of this 
factor is not enough, by itself, to change 
the result.” 

While the same has not been said 
of each of the other factors, it is ob- 
vious that the same result would follow 
because the presence or absence of a 
particular factor is of no moment, so 
long as the over-all activities point to 
the presence of a unitary business. 

“The emphasis to be placed on a 
particular factor cannot be determined 
until the nature of the 
known. This results because the weight 


business is 
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must be ascertained solely by the ex- 
tent the factor contributes to the over- 
all operations. For instance, in the case 
of the usual practice of a subsidiary 
selling a product manufactured by its 
parent, it seems that it is unnecessary to 
establish any unities other than owner- 
ship. See Appeal of Bostitch-Western, 
Inc., decided November 17, 1948. But 
when the branches are separate and 
make their purchases independently 
then it may be necessary to establish 
other common bonds or links. In such 
case, a sharing of general administrative 
expenses may be a strong indication 
of unity. See Appeal of San Diego Fruit 
& Produce Company, decided July 19, 
1944. 

“There are no touchstones of unity. 
A corporation engaged in multi-state 
activities is engaged in a unitary busi- 
ness if the portion of the business oper- 
ated within this state is dependent upon 
or contributes to the entire business. 
In the past the most common means of 
establishing that the operations within 
California were dependent upon or were 
contributing to the entire business was 
accomplished by showing that the local 
branch was selling products manufac- 
tured by the parent (in 20 of the 27 
cases decided by the courts or Board of 
Equalization); by sharing of overhead 
expenses (nine cases); or through cen- 
tral purchases (eight cases).” a 





THE SIGNIFICANCE of the limitation 
on the states’ right to tax income 
arising from interstate commerce, 
passed by Congress in the last days 
of the session, will be analyzed in 
these columns next month for the 
benefit of tax men concerned with 
its effect on businesses that operate 
across state lines. The bill as finally 
passed adopted the negative ap- 
proach of specifying that mere 
solicitation of orders is not sufficient 
activity within a state to justify tax 
on a foreign corporation. 

The measure would forbid tax if 
the solicitation is for the sale of 


ever, that term is not defined, nor 
is there a line drawn between the 
sale of property and services. 

To qualify for immunity under 
this measure, the orders must be 
sent outside the state for approval 
and must be filled by shipment of 





STATE TAX ON INTERSTATE INCOME LIMITED 


tangible personal property. How- 


goods from a point outside the state. 

The bill provides that a company 
will not lose its immunity because 
of solicitation of sales on its be- 
half by an independent contractor 
who does have an office in the state. 
How large and how permanent an 
establishment the independent con- 
tractor can have before subjecting 
the principal to tax in the state 
will undoubtedly be a difficult op- 
erating problem. 

The forbidden tax is a net in- 
come tax or any tax imposed on or 
measured by net income tax or any 
tax imposed on or measured by net 
income. 

The measure specifically provides 
that it does not invalidate previous 
collections of tax. However, it for- 
bids the collection after the date of 
its enactment of prior year taxes of 
the forbidden kind, even though al- 
ready assessed. 











2 


4 


n 


* The Journal of Taxation 





EPT credit reduced by prior years’ tax 
deficiencies; usual accrual rules not fol- 
lowed. In computing taxpayer’s accu- 
mulated earnings and profits at the 
beginning of 1945 for purposes of the 
excess profits credit, the Commissioner 
deducted $165,000, taxpayer’s income 
tax deficiency for 1940-1942. The de- 
ficiencies did become final until 
1955. Taxpayer contended that there 
should be no reduction, since the in- 
come tax liability was not finally de- 
termined until 1955 when the contest 
was concluded. The court holds that the 
usual rules for the accrual of taxes do 
not apply for purposes of computing the 
excess profits credit. To show the true 
status of an accrual basis taxpayer, ad- 
justment for income and excess profits 
arising from the preceding year must be 
made. Otherwise, taxpayers could merely 
contest postponing accrual 
until after the year in which the taxes 


not 


liability, 


arose, and the accumulated earnings 
credit would never be reduced by the 
amount of the taxes. Russell Mfg. Co., 
Ct. Clms., 7/15/59. 


Payment for unauthorized use of pat- 
ents was not EPT abnormal income. 
Taxpayer claimed unauthorized use of 
its patents by the Navy Department and 
received a sum of money from the gov- 
ernment in exchange for a royalty-free 
license. The court holds this was not 
income arising from a claim, award or 
judgment, nor did it fit into any other 
classification of abnormal income for 
Korean excess profits tax purposes. It 
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“The difficult we do immediately. . . 
The impossible takes a little longer.” 
42) SEVENTH AVE, NEW YORK 1, N.Y 
Opposite Pennsylvania Station) 
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was received from sale of a patent which 
had been developed over a period of 
less than 12 months. Specialties, Inc., DC 
N. Y., 5/19/59. 


No appellate review of 722 case |Certi- 
ori denied]. Since Section 732 of the 
1939 Code prohibits review of Section 
722 excess profits tax relief cases, the 
Eighth Circuit dismissed the petition to 
review the Tax Court’s determination. 
Bradford Machine Tool Co., cert. den., 
2/24/59. 


New-corporation status for EPT ap- 
proved. Taxpayer manufactured lumber 
“two-by-fours” in a mill which it con- 
structed after its incorporation in 1950. 
A corporation owned by the same per- 
sons had been engaged in milling lum- 
ber of various types, grades and dimen- 
sions for many years. The court finds 
the business of taxpayer is not sub- 
stantially similar to the business of the 
other corporation. Taxpayer is entitled 
to the special rates applicable to new 
corporations under the Korean excess 
profits tax. Anderson & Middleton Forest 
Products Co., DC Wash., 2/9/59. 


“Net assets” for capital reduction may 
be minus amount [Certiorari denied]. 
Taxpayer purchased and retired 4,725 
shares of its common stock for $1,500,- 
000. For purposes of computing daily 
capital reductions for the taxable year 
1950 under the provisions of the Excess 
Profits Tax Act of 1950, the Tax Court 
held that the cost of the stock was, 
under the circumstances here, not 
equivalent to a dividend and was to be 
treated as a distribution made during 
the taxable year not out of earnings and 
profits. The entire payment is, there- 
fore, a capital reduction. The Tax Court 
further held that the net assets at any 
date, for purposes of computing the 
daily capital reduction, may be a minus 
amount; the figure is not limited to 
zero. The Sixth Circuit affirmed with 
one dissent. Mid-Southern Foundation, 
cert. den., 5/18/59. 

Substantial organizational changes dur- 
ing base period warrant EPT relief. Be- 
cause of gross inefficiency that beset it, a 
corporation overhauled its organizational 
structure, many _ key-personnel 
shifts and adopted totally new policies. 


made 


These changes caused an _ increase in 
profits in the later EPT years. The Tax 
Court allows the corporation to compute 
a higher CABPNI (constructive average 
base period net income) to take into ac- 
count the increased earning power 
caused by these changes. National Screw 
and Manufacturing Co., 32 TC No. 45, 


Income from dramamine not abnormal. 
The 1939 Code granted special excess 
profits tax treatment for income result 
ing from discoveries extending over a 
period of more than 12 months. Tax. 
payer corporation developed the drugs 
Dramamine and Banthine through re. 
search over a period of more than one 
year and claimed the relief. The court 
holds that income from the sale of these 
drugs arose out of research and develop- 
ment and not out of discovery, and 
noted that Congress specifically _pro- 
hibited research from being considered 
as a discovery for purposes of the ab- 
normal income relief provisions. Searle 
& Co., DC Ill., 5/11/59. 


Judgment affirmed in 1952 relating to a 
contract dispute for period 1942-1945 is 
“abnormal income” for 1952 EPT. Tax- 
payer recovered a judgment against the 
U. S. with reference to a contract dis- 
pute involving reimbursable items of 
cost incurred during 1942-1945 in the 
performance of four cost-plus-a-fixed-fee 
contracts for the manufacture and de- 
livery of military aircraft. The judg- 
ment, which was affirmed by the Su- 
preme Court in 1952, is held to con- 
stitute “abnormal income” attributable 
to years prior to 1950, and, consequent- 
ly, is to be eliminated from any compu- 
tation of the 1952 excess profits tax. 
Bell Aircraft Corp., 32 TC No. 35. 


Milliner claiming fad of hatlessness de- 
pressed his base period earnings denied 
EPT relief. A corporation operating 
millinery shops is denied excess profits 
tax relief under Section 722 for failing 
to prove that its base period net income 
was depressed because of an unusual 
and temporary economic circumstance 
identified as a hatless trend in women’s 
fashions. Emporium World Millinery 
Co., 32 TC No. 28. 


Trust’s stock attributed to grantor for 
Korean EPT. Taxpayer corporation ac- 
quired substantially all of its assets from 
a corporation 90% of whose stock was 
owned by one individual. 15% of tax- 
payer’s stock was owned by this indi- 
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vidual. An additional 45% was held in 


trust for his three minor children as 
beneficiaries under an irrevocable spend- 
thrift trust. In reversing an unreported 
District Court decision, this court holds 
that taxpayer is not a new corporation. 
It does not qualify for the favorable tax 
treatment afforded new corporations by 
the Korean Excess Profits Tax Statute. 
The beneficiary of a trust is considered 
the owner of the stock, and ownership 
by a child (the trust beneficiary) is con- 
sidered ownership by the parent. Phin- 
ney, CA-5, 6/25/59. 


New subsidiary allowed new CABPNI. 
A subsidiary company, formed during 
the Korean War EPT base period years, 
computed a special “Constructive Aver- 
age Base Period Net Income” allowed 
corporations formed after the beginning 
of the base period. The computation in- 
volves the use of an industry-wide rate 
of return on total assets. The fact that 
the subsidiary was formed by the trans- 
fer of cash to it by the parent in ex- 
change for all of the subsidiary stock 
did not make it an acquiring corpora- 
tion. The Tax Court holds that even if 
it were, it still had the option to use 
this method. Davey Co., 32 TC No. 62. 


No court of appeals jurisdiction on Sec- 
tion 722 cases. Although this court had 
heard taxpayer's appeal from the Tax 
Court decision in its 722 case and had 
remanded the case to the Tax Court for 
further proceedings, the court now, on 
appeal from the second decision by the 
Tax Court, reverses itself and rules that 
it does not now have, nor did it ever 
have, jurisdiction of appeals from the 
Tax Court on Section 722 cases. Helms 
Bakeries, CA-9, 2/3/59. 


Section 722 relief denied. A lessor of a 
hotel in Omaha reduced rentals under a 
long term lease because of the general 
depression which prevailed for several 
years, and because of competition from 
a new neighboring hotel. The court 
holds the lessor cannot qualify for excess 
profits tax relief under Section 722 by 
reason of having reduced the rental dur- 
ing the base period. Douglas Hotel Co., 
31 TC No. 110. A manufacturer of cur- 
tains, drapes, and related products is 
denied relief under Section 722 because 
of complete failure of proof. Robertson 
Factories, Inc., 31 TC No. 112. 


Savings and loan deposit certificates are 
EPT borrowed capital. The court holds 


that certificates of deposit issued by tax- 
payer savings and loan association are 
borrowed capital for Korean excess 
profits tax purposes. Taxpayer's opera- 
tions are not similar to those of a com- 
mercial bank, and the certificates are 
not analogous to bank deposits. The 
Tax Court so held in Economy Savings 
and Loan, 5 TC 543, with respect to 
a company identical to taxpayer. The 
Commissioner nonacquiesced in that de- 
cision after withdrawing his original 
acquiescence. This court feels it would 
be inequitable for taxpayer to receive 
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different treatment and therefore fol- 
lows Economy and holds the certificates 
were borrowed capital. City Savings & 
Loan Co., DC Ohio, 5/22/59. 


Lessor of mining property ineligible for 
excess output credit. Taxpayer leased his 
property to a mining company. The 
Tax Court rules that taxpayer is not en- 
titled to an excess output credit under 
the Korean War EPT. Taxpayer was 
not an “extractor”; the mining company 
had an economic interest in the prop- 
erty. Grandview Mines, 32 TC No. 65. 





TAX COMPLIANCE COST HIGH, 


ComPLiancE Costs of federal, state and 
local taxes is high and can be expected 
to go higher, according to 222 manu- 
facturing companies cooperating with 
the National Industrial Conference 
Board in a survey released recently. 

In conducting the survey, The Con- 
ference Board asked respondents to esti- 
mate the cost of keeping records and 
of preparing, filing, and contesting 
federal, state, and local tax returns of 
all types in 1958. Among the 127 firms 
which submitted data permitting these 
costs to be computed in relation to their 
total tax bill, forty-six report the cost 
of compliance last year amounted to be- 
tween 1% and 2% of their total tax, 
and another forty companies place the 
cost at 3% or more of the total tax 
bill. The cost of this tax work is pro- 
portionately greater for the smaller- 
sized companies, according to the NICB. 


Company tax organization 


Almost one half of the companies re- 
sponding, each with 1,000 employees or 
more, indicate that they maintain a 
separate tax department. Some partici- 
pants report that the tax department 
acts merely in an advisory capacity to 
the accounting department, which actu- 
ally prepares the returns. Other compan- 
ies report that their tax work is done 
jointly by the tax department and other 
interested departments, such as account- 
ing and payroll. In cases where a re- 
sponding company maintains both a 
tax and a legal department, the legal 
department is frequently consulted by 
the tax department. 

Because of the complexity of tax 
work, many of the large corporations re- 
port that they maintain two or three 


AND RISING, SURVEY SHOWS 


tax staffs, according to the type of tax. 

A sizable number of the companies, 
including all of those with fewer than 
1,000 employees, do not maintain separ- 
ate tax departments. In these firms the 
general accounting department is usual- 
ly responsible for complying with tax 
regulations. However, other depart- 
ments are often given the task of tax 
compliance when certain taxes are di- 
rectly related to the department’s pri- 
mary function. 

Included in the total cost of tax com- 
pliance for many of the companies sur- 
veyed are fees paid to outside attorneys, 
accountants, and other tax consultants, 
as well as subscriptions to tax services 
and other sources of tax information. 
Outside auditing firms and law firms 
are commonly employed by taxpayers to 
assist in complying with tax regulations. 
In addition, one fourth of the com- 
panies report that they retain an outside 
tax attorney on a continuing basis, 


Most believe relief is possible 


Most of the executives participating 
in the survey believe that the burden 
of complying with tax laws and regula- 
tions could be considerably reduced. 
Uniform tax regulations among the vari- 
ous taxing authorities is the suggestion 
for improvement most frequently of- 
fered. Uniformity is desired in the defi- 
nition of taxable income, the allocation 
of taxable income and taxable transac- 
tions among the various taxing bodies, 
and in the tax forms to be filed. 

Despite the range of suggestions of- 
fered for relief of the tax compliance 
burden, most of the firms surveyed are 
not too hopeful of improvement in the 
near future, The Board finds. *% 
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Farsighted planners prepare now for 


changes in tax on foreign income 


by PAUL D. SEGHERS 


Though the political experts say that the chances are that the Boggs Bill will not 


be enacted at this session of Congress, the opposition is largely based on revenue con- 


siderations and the prospects are good that when substantial tax law changes are 


next made, perhaps next year, fundamental revision of the taxation of foreign in- 


come, along the lines of the Boggs Bill, will be enacted. Mr. Seghers here points out 


to tax men concerned with the foreign operations of American business how the 


provisions of the Boggs Bill should influence their day-to-day decisions on organiza- 


tion or reorganization of business overseas. 
8 


§ ow House Ways & Means Committee 
has announced its approval of H.R. 
5 (the Boggs Bill) with various amend- 
ments, including the removal of Section 
4, which would have liberalized and ex- 
tended to world-wide operations the 
Western Hemisphere Trade 
Corporation 14-percentage-point tax re- 


existing 


duction. It also has added a rider which 
would have the effect of increasing in 
many cases the amount of U. S. income 
tax payable by U. S. corporations on 
dividends received from foreign corpo- 
rations which are 10% or more owned 
by the recipient. This would change a 
provision of the income tax law in effect 
1921. 

Further action on the bill is not ex- 


since 


pected before next year, so that there 
is no longer any reason to delay tax 
planning for income earned abroad in 
the hope of obtaining at any early date 
the incentives which would have been 
afforded by H.R. 5 as originally intro- 
duced. 

The problem is: What can be done 
now to obtain U. S. income tax benefits 
available under existing law, without in- 
curring needless expense or, what could 
be worse, taking any steps which would 
stand in the way of obtaining all the 
intended benefits of H.R. 5 when it is 
enacted? 


The stricken-out Section 4 of H.R. 5 
would have liberalized and extended to 
world-wide operations of qualified do- 
mestic (U. S.) corporations the existing 
14-percentage-point reduction of tax on 
business income of WHTCs. This pro- 
posed elimination of a portion of the 
burden of double U. S. taxes on income 
earned anywhere outside the United 
States was regarded by many as the most 
effective increased activi- 
ties of U. S. business abroad. 

Without this provision (Section 4) 
there is no way, under existing law, to 
obtain the benefit of a lower rate of 
U. S. corporation income tax on income 
earned (outside the Western 
Hemisphere), beyond the 
and 


incentive to 


abroad 
boundaries 
the jurisdiction of the 
United States, than is payable on in- 
come earned in the safety of 
with all the tremendous ad- 
vantages available here. 

We can deplore the removal of Sec- 
tion 4 from H.R. 5, and can hope that 
it will be restored, but what else can 
we do? One answer is—pay no U. S. 
corporation 


outside 


this 
country, 


tax on business income 
earned abroad. 

How? By using a foreign corporation 
to conduct such operations—provided its 
stock is owned, not by a U. S. corpora- 


tion, but by individuals (whether citi- 


zens or residents of the United States). 

This is an ideal way out for closely 
held U. S. businesses that have not al- 
ready tied their hands, but is completely 
impracticable for large, publicly held 
U. S. corporations. 

What are the consequences of the 
use of an individually-owned foreign 
corporation? 

1. No U. S. tax on it when the income 
is earned. 

2. The stockholders pay U. S. income 
tax on dividends, but there is no in- 
tervening U. S. corporation to pay a 
double tax on such dividends before 
what is left of them is taxed again to 
the stockholders. 

3. Upon liquidation of such a foreign 
corporation, a maximum 25% capital 
gains tax is payable by its stockholders. 

4. If the stock is inherited and the 


‘foreign corporation shortly thereafter 


liquidated, there will be little or no tax- 
able capital gain. 

Of course there are problems to be 
dealt with in organizing and operating 
a foreign corporation, the most difficult 
of which will also confront most of those 
who hereafter seek to qualify for the 
benefits of the deferral provisions of 
H.R. 5. (The latter involve some prob- 
lems not present in the case of a foreign 
corporation.) The advantages of such 
use of a foreign corporation will, how- 
ever, in many _ instances than 
justify the cost, in time and money, of 


more 


overcoming these difficulties. 

The question may be asked: Will it 
not be a waste of time and money to 
organize to do business abroad as a 
foreign corporation, if Sec. 4 is restored 
to H.R. 5 as finally enacted? 

The answer is that where a foreign 
can be 
ganized (that is to say, without a tax 
penalty because of Section 367) and 
owned by individuals, the tax savings 


corporation successfully _ or- 


can, in many instances be so large as 
to dwarf any 14-point tax reduction. 
And there are substantial advantages 
presently available through the use of 
a foreign corporation, even if its stock 
is owned by a U. S. corporation. 
Finally, as to income from operations 
confined to the Western Hemisphere, it 
may be possible, when H.R. 5 is enacted, 
to obtain both the benefit of the WHTC 
14-point tax reduction and, at the same 
time, defer payment of the reduced tax, 
by qualifying under the proposed Sec- 
tion 951 (Section 2 of H.R. 5) as a 


Foreign Business Corporation. The re- 
quirements for qualification of a do- 
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mestic (U. S.) corporation for these two 
benefits differ in a number of particu- 
lars, but it would not be very difficult 
for the usual type of WHTC to qualify 
as an FBC also and thereby obtain de- 
Certain 


ferral. conditions, however, 
stand in the way of deferral that do 
not affect qualification as a WHTC. 
This emphasizes the need of carefully 
supervising any foreign operations which 
depend for their success upon meeting 
certain hard-and-fast statutory tests such 
as those in Section 921 and 951. (A 
very large proposed U. S. income tax de- 
ficiency against Ford’s subsidiary, Ford 
Motor do Brazil, S. A., resulted from 
its asserted failure to meet one of the 
tests to qualify asa WHTC and cost it a 
very substantial amount to settle its 
case. U.S.T.C. Docket No. 70,599, 9/ 
10/58). 


Basic principles 

Before proceeding further with this 
discussion, which deals with both exist- 
ing law and the provisions of the pend- 
ing Boggs Bill, it is essential to bear in 
mind that: 

1. The benefits proposed to be afford- 
ed by H.R. 5 relate only to income from 
sources without the United States; that 
is, income earned outside the United 
States. 

2. H.R. 5 contains no provision re- 
lating to the determination of: 

a. The source of income (i.e., place 
where earned) or 

b. The amount of income from any 
particular source (except that Section 
7 of the bill deals with certain insurance 
proceeds.) 

Hence, to the extent that the pro- 
1954 IRC Sections 861, 862 
and 863 are presently applicable in de- 


visions of 


termining source of income (including 
the rules developed by the courts as 
to passage of title in determining place 
of sale), they will remain the same, un- 
affected by any provision of H.R. 5 as 
it now stands. 

The same is true as to the provisions 
of 1954 I.R.C. Section 482, with respect 
to the allocation of income and expenses 
between related taxpayers, as applied, 
for example, to the pricing of goods sold 
by a U. S. parent corporation to a sub- 
sidiary for resale abroad. 

The foregoing restatement of basic 
principles seems warranted by numerous 
recent statements about the need to give 
the appearance of substance to foreign 
corporations using the documentary 
method of making sales (and hence de- 





riving income) without the United 
States by documenting shipments in such 
a way that title to the goods passes to 
the buyer after the goods have left this 
country. H.R. 5 would not lessen nor in- 
crease the need for substance in* such 
cases, whether it be sought to be ob- 
tained by corporations transporting to 
Switzerland “everything from Presidents 
to paper-clips,” or banking abroad, or 
using foreign insurance companies. 

It is reported, however, that the 
original provisions of H.R. 5 will be 
changed so as to restrict its benefits to 
companies with a business establishment 
abroad. It is likewise reported (un- 
officially) that the Ways & Means Com- 
mittee Report on H.R. 5 will contain a 
statement to the effect that it is not the 
intention of the bill to force American 
business to send top management 
abroad. 

Legislation which would remove un- 
certainty as to source of income from the 
sale of goods shipped from the United 
States to customers abroad would be 
very desirable and eliminate 
many inequities and uneconomic proce- 


would 


dures of American-owned business en- 
gaged in foreign trade, but H.R. 5 does 
not deal with these matters. 


Deferring tax 


Section 2 of H.R. 5 would permit a 
domestic (U.S.) corporation qualifying 
as a Foreign Business Corporation to 
defer payment of tax on its income until 
distributed to its stockholders or re- 
turned to the United States in various 
specified ways. At the moment full de- 
tails are not available regarding all the 
conditions which must be met in order 
to qualify as an FBC, but taking into 
consideration the Ways & Means Com- 
mittee August 19th statement, the con- 
ditions are expected to include the fol- 
lowing: 

1. The corporation must be domestic, 
as defined in Section 7701 (a)(4). 

2. 90% 
be from sources without the U. S. 

3. 90% 
must be from the active conduct of a 


or more of gross income must 


) 


, or more of the gross income 
trade or business (including dividends, 
royalties, etc., from other corporations 
engaged in trade or business, in which 
10%, or 
owned and which meet the same tests as 


more of the voting stock is 


an FBC as to source and nature of in- 
come). 

4. Benefits will be denied if over 15% 
of the sales are intended for the U. S. 
market. 
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5. Benefits are limited to corporations 
with a business establishment abroad. 

6. The 100% dividends received de- 
duction with respect to dividends re- 
ceived from an FBC is denied if the re- 
cipient corporation owns less than 80% 
of the FBC. 

7. Dividends received by an FBC from 
a subsidiary will not be considered trade 
or business income unless the subsidiary 
is engaged in trade or business. 

8. Personal Holding Companies and 
certain other special types of corpora- 
tions are denied treatment as FBC’s by 
the proposed new Section 951(c), but 
special treatment is promised to permit 
a closely held corporation to qualify as 
an FBC. 

9. In addition to the foregoing, the 
Ways and Means Committee stated that 
it approved the limitations on distribu- 
tions described in appendix to the 
Treasury statement on the bill (p. 55 
Hearings). The most important of these 
concern taxing certain distributions 
when they are made by a subsidiary of 
an FBC and a further limitation on the 
acquisitions of business property in the 
U. S. that could be made without in- 
curring tax. 

On the 
Means 


hand, the 
Committee has 


other Ways & 
extended the 
benefits of Section 2 to foreign branches 
of banks and insurance companies. 

It likewise has made a change which 
it states is intended to allow certain 
transfers of property taxfree to the sub- 
sidiary of a subsidiary of a corporation. 
The meaning of this statement and its 
application to Section 2 are not present- 
ly known. 

The Ways & Means Committee sum- 
mary statement of changes in Section 2 
likewise refers, in very unclear terms, to 
a limitation on the foreign tax credit. 
This proposed change (in a_ provision 
of law in effect since 1921) would in- 
crease U. S. taxes paid on dividends re- 
ceived from a foreign subsidiary by any 
U. S. corporation, regardless of qualifica- 
tion under Section 2. This proposal is 
discussed below. 

When Section 2 becomes law, it will 
be possible to obtain the benefits of de- 
ferral and also other benefits not avail- 
able to foreign corporations, including; 

1. Percentage depletion coupled with 
the proposed 100% dividends received 
deduction; 

2. Certain tax free transfers will be 
possible without the necessity of prior 
clearance under Section 367 (dealt with 
below); 
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3. International Cooperation Admin- 
istration guarantees of convertibility 
and against expropriation; 

4. Subjection to the provisions of 
U. S. tax treaties (conventions) with 
other countries. 

On the other hand, use of a foreign 
corporation will continue to afford cer- 
tain relative advantages, including; 

1. Complete exemption of the corpo- 
ration from all U. S. taxes with respect 
to income earned by it abroad, without 
being subject to the all-or-nothing con- 
ditions (such as the 90%, 15%, 80% 
and 50% tests) to which FBC would be 
subject under Section 2 of H.R. 5 if 
enacted in its present form. 

2. Complete freedom from any U. S. 
corporation tax on its income when dis- 
tributed to its stockholders, if the latter 
are individuals. 

3. Indefinite deferral of U. S. tax on 
such income, without interest charge or 
penalty, so long as the owners of such 
foreign corporation see fit to postpone 
distribution, regardless of the manner 
in which it may, in good faith, invest 
its funds. 

With these advantages in mind, the 
immediate use of a foreign corporation 
(or 
where business operations are conducted 
in each hemisphere) may be desirable in 
certain instances, even though it may 
later be decided (after enactment of 
H.R. 5) to transfer the ownership of 
such stock to a corporation (or corpora- 
tions) qualifying under Section 2 
FBC. 

The number of inter-related variable 
factors which might control the decision, 
even from the viewpoint of U. S. income 
taxes alone, is too great to attempt to 
make any general statement as to when 
it might be preferable to make imme- 
diate use of a foreign corporation, and 
when to replace it by, or continue its 
use in connection with, a Foreign Busi- 
ness Corporation (under Section 2 of 
H.R. 5.) What can be said with con- 
fidence is that: 


two or more such corporations, 


as an 


1. In many typical cases of businesses 
deriving income from abroad it will be 
found advisable to make immediate use 
of a foreign corporation, and 

2. In many such cases it will continue 
to be desirable to use such a corporation, 
alone or in connection with an FBC (as- 
suming enactment). 

Anthother thing is certain—the pro- 
visions of Section 3 (discussed below) 
constitute an added factor in favor of 
immediate use of a foreign corporation, 
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inasmuch as under that section: 

1. Certain tax-free rearrangements of 
the corporate structure, involving 
changes in ownership of stock and of 
property of foreign corporations, may be 
made without first obtaining clearance 
under Code Section 367, and 

2. Dividends, royalties and other in- 
come received by an FBC from a for- 
eign corporation, actively engaged in 
trade or business, may be considered as 
income from the active conduct of a 
trade or business of such an FBC. 

It is to be remembered, however, that, 
if it is desired to obtain the benefit of 
both tax deferral under the proposed 
new Section 951 (H.R. 5 Section 2) and 
the WHTC 14-point tax reduction, the 
income must be earned by the domestic 
(U.S.) corporation which is to qualify, 
both as a WHTC and as a FBC, and 


can not be received by such corporation ° 


as dividends from a subsidiary (foreign 
or domestic), even though such dividends 
would constitute income from the active 
conduct of a trade or business for the 
purpose of qualification as an FBC (but 
not as a WHTC). 


Tax-free transfers 


As originally introduced, Section 3 of 
H.R. 5 would have permitted certain 
transfers of foreign business property to 
a foreign corporation in exchange for 
its stock or securities. Section 3 defined 
such property and prescribed certain 
tests as to its use, before and after its 
transfer. 

The definition of foreign business 
property includes voting stock of a 
corporation (domestic or foreign) in the 
hands of an owner of at least 10% of 
such stock, provided such corporation is 
engaged (directly, or indirectly through 
a corporation 50%-or-more owned) in a 
trade or business. 

The Ways & Means Committee an- 
nounced that it has further restricted 
the provisions of Section 3 as follows: 

1. The provisions of Section 3 relating 
to transfers of foreign business property 
are to be limited to transfers to foreign 
subsidiaries of an FBC. 

2. Transfers of all the property of a 
foreign subsidiary to an FBC are to be 
excluded from the scope of Sec. 367. 

3. “Section 367 is,” the committee 
statement said, “made applicable to the 
transfer from a domestic parent corpo- 
ration of inventory property to an 
FBC.” This, it will be noted, extends 
the scope of Section 367. 

As mentioned above, the Committee’s 


statement in describing the changes it 
made in Section 2 said that “Provision 
was made to allow certain transfers tax. 
free to the subsidiary of a subsidiary of 
a corporation.” It is not clear whether 
this is a change in the original provi- 
sions of H.R. 5 Section 3, or to what 
extent, if any, it affects or is affected by 
those provisions. 

Just what tax-free reorganization 
transfers and exchanges, involving a 
foreign corporation, may become pos. 
sible under H.R. 5 without the need of 
Section 367 clearance, will depend in 
part upon the exact language of H.R. 5 
as finally enacted, the language of the 
related Congressional Committee re. 
ports, and, eventually, to some extent 
at least, the language of the Regulations. 
It is to be kept in mind, however, that 
Section 3 does not state what exchanges 
may be made tax-free,—it merely speci- 
fies which exchanges, otherwise tax-free 
under Subchapter C, will not be denied 
tax-free status by reason of one of the 
parties to the transaction being a for- 
eign corporation. Hence, where both (or 
all) the parties to a tax-free exchange 
or other reorganization transaction are 
domestic corporations, a_ transfer of 
property between or among such parties 
(other than a transfer of inventory 
property from a U. S. parent corpo- 
ration to an FBC) is not subject to 
the provisions of Section 367 (as it 
now is or as it would be amended by 
Section 3 of H.R. 5), even though such 
property consists of stock of a foreign 
corporation. (The definition of property 
in Section 317 is applicable to Part I of 
Subchapter C only and not to the pro- 
visions of the five other Parts.) 

From the foregoing it is clear that a 
U. S. corporation which organizes a for- 
eign corporation can, (under Section 
351, without regard to Section 367) trans- 
fer, tax-free, the stock of such corpora- 
tion to a U. S. corporation in exchange 
for stock of the latter. Hence, in taking 
steps at once to organize a foreign corpo- 
ration to operate as a subsidiary of a 
U. S. corporation, the latter is in no 
danger of having its ownership of the 
subsidiary locked in so that it could not 
be shifted to an FBC (when H.R. 5 
Section 2 is enacted). In the majority of 
cases (if qualification as a WHTC is not 
desired or is impossible), no tax penalty 
would result (under Section 2) from 
dividends flowing from a foreign corpo- 
ration to an FBC and from the latter 
to the parent corporation. This would 
remove one of the most serious objec- 











tions 
pora 
pres¢ 
bene 
an I 
as H 

W 
tran 
ratic 
is to 
ben 


$67 


with 
erty 
the 

the 

pres 
recc 
wou 


tial! 
ferc 
offs 


and 
tral 
ma 


an) 
ing 
mu 


cle 
An 
abi 
pe 1 


act 
Fo 
ha 


all 
inj 


2 


e 








Bes it 
vision 


S tax- 
iry of 
ether 
Provi- 
what 
ed by 


ition 
ng a 
pos- 
ed of 
id in 
LR. 5 
f the 
, re 
xtent 
tions. 
that 
anges 
speci- 
<-free 
enied 
f the 
| for- 
h (or 
ange 
1 are 
r of 
arties 
ntory 
orpo- 
t to 
as it 
d by 
such 
reign 
perty 
I of 
pro- 


lat a 
| for- 
ction 
rans- 
pora- 
ange 
king 
IT po- 
of a 
1 no 
' the 
| not 
R. 5 
ty of 
; not 
nalty 
from 
IT po- 
atter 


ould 
bjec- 


tions to immediate use of a foreign cor- 
poration which otherwise would be 
present if it is intended to obtain the 
benefits of tax deferral by qualifying as 
an FBC (but not as a WHTC) as soon 
as H.R. 5 Section 2 is enacted. 

What to do about would-be tax-free 
transfers of property to a foreign corpo- 
ration pending enactment of H.R. 5? It 
js too early to determine whether it will 
be more or less difficult to obtain Section 
367 clearance for such transfers. 

Organization of a foreign corporation 
with paid-in capital of cash or of prop- 
erty having a statutory adjusted basis in 
the hands of the transferor substantially 
the same as its present fair market value 
presents no serious U. S. tax problem, as 
recognition of gain on such a transfer 
would result in little or no tax. 

If the property has a value substan- 
tially in excess of basis, and the trans- 
feror has a capital loss which could be 
offset against the gain—that may be a 
good move. Finally; if there are good 
and substantial reasons for making the 
under Section 367 
may be obtainable and, to be effective 
in avoiding recogntion and taxation of 
any gain realized on an exchange com- 
ing within the scope of Section 367, 
must be obtained before the exchange 
is made. If the reasons are there, the 
clearance may be forthcoming. Certainly 
American business desiring to expand 
abroad should not be forced into sus- 
pended animation 
actment of H.R. 5. 


transfer—clearance 


while awaiting en- 


Foreign tax credit 


Section 5 of the original bill would 
have allowed use of either the over- 
all or per-country limitation in comput- 
ing the foreign tax credit, whichever 
produced the greater credit (subject to 
certain conditions) without the neces- 
sity of the taxpayer exercising any elec- 
tion. The Committee’s statement said 
however, that “the election between the 
overall and per-country limitation on 
the foreign tax credit provided in the 
introduced bill is limited by a require- 
ment that an election once made must 
be followed for at least 5 years.” 

What to do about the inequity the 
original Section 5 was to correct, while 
awaiting enactment of H.R. 5? 





[Mr. Seghers, a Certified Public Account- 
ant and a member of the New York Bar, 
practices law in New York City. He is a 
member of the firm of Seghers, Reinhart 
& McCall. 








There is no quick and easy means suit- 
able to every type of overseas operations 
—only by a process of fitting together the 
jig-saw puzzle of our system of taxing in- 
come not earned here can relief be 


found. 


Tax sparing credit 


The provisions of Section 6 of the 
original bill, allowing credit (subject to 
certain limitations) for foreign 
waived by other governments as in- 
centives to U. S. business to develop 
their countries, has been limited to 
specific waivers of tax by a foreign 
country that are covered by an execu- 
tive agreement. The authority to enter 
such executive agreements is limited to 


taxes 


5 years. 

What to do now? Wait and pray! 
Only if you operate in such a country 
with a foreign corporation will you have 
the use of the money (that is, from the 
taxes waived) until the corporation sees 
fit to pay a dividend. 


Involuntary conversion 

Section 7, relating to tax-free receipt 
of proceeds of involuntary conversion of 
property of a foreign subsidiary, is the 
only section of H.R. 5 not mentioned 
in the Committee’s report, and has pre- 
sumably been approved without change. 

What to do until it is passed? If the 
policy is taken out in a U. S. insurance 
company by an existing, operating 
Panama corporation on property owned 
by another subsidiary of that corpora- 
tion’s U. S. parent company, any insur- 
ance proceeds will be received free of 
U. S. and Panamanian tax. Not quite 
as good as Section 7 but not too unsatis- 
factory as a stop-gap. 

Attention is drawn to the Committee’s 
that: “Generally the Com- 
mittee approved certain other technical 
amendments that are described under 
the heading “Limitations on ‘distribu- 
tion’”’ in the appendix to the Treasury 
statement on the bill (p. 55 Hearings). 
The most important of these apply the 


Statement 


rule of taxing certain distributions when 
they are made by a subsidiary of an 
FBC and a further limitation on the 
acquisitions of business property in the 
U. S. that could be made without in- 
curring tax.” The significance of this 
statement will not be clear until the 
details are released. 


Dividends from foreign subsidiaries 


A last minute rider added by the 
Ways & Means Committee to Section 2 


Foreign aspects of taxation * 
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of H.R. 5 will, if not later struck out, re- 
sult in an increase in the amount of 
U. S. income tax payable on dividends 
from foreign corporations. This would 
change the provisions of 1954 Section 
902, which have been a part of the law 
iu substantially their present form since 
1921. Such a radical change in the In- 
ternal Revenue Code, without 
warning by the Treasury in its testimony 
or in its other attacks on H.R. 5, and 
hence without any public hearings on 
the subject or opportunity for those 
affected to testify regarding its effects on 
U. S. trade with other countries, appears 
very unfair. Certainly it does not evi- 


made 


dence any intention on the part of the 
undoubtedly is re- 
sponsible for this move) to afford any 
real tax incentives to in- 
creased activity of U. S. business abroad. 

This change in the bill is announced 
in the Committee’s statement in the 
following unclear language: “Under 
present law there is a possibility of ob- 
taining, to a limited extent, the bene- 
fit of both an exclusion of the income 
paid in foreign tax and a credit with 
respect to dividends from a foreign 
subsidiary. Under the bill this will be 
denied to foreign subsidiaries and to 
FBC’s.” 

Full details are not available at the 
present writing, but it is understood 
that this means that an increase in U. S. 
taxes on dividends from foreign corpo- 
rations would be achieved by changing 
the formula for the computation of the 
foreign tax credit with respect to such 
dividends received by a U. S. corpora- 


Treasury (which 


benefits or 


tion owning 10% or more of the voting 
stock of the payor. 


Conclusion 


What H.R. 5 will provide, and when 
it will be enacted and become effective, 
no one can tell. What we do know is 
that existing law already affords means 
of lightening the burden of double U. S. 
taxes on income earned abroad. Many 
American organizations engaged in busi- 
ness operations abroad already are ob- 
taining the benefit of these provisions, 
which have greatly contributed to the 
development and expansion of their 
overseas activities. H.R. 5, if enacted in 
its present form, will encourage others 
to do likewise. In the meantime, there 
are many possibilities of savings (in addi- 
tion to proven good sound business ad- 
vantages) obtainable through the use of 
a foreign corporation in actual business 
operations outside the United States. ~ 
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Committees approve relief for DuPont 


owners after Treasury drops opposition 


D° Pont stock having long been a 
prime investment, trustees have 
been anxiously studing the tax as well 
as the investment implications of di- 
vestiture ever since the Supreme Court 
decided that the Du Pont holding of 
General Motors stock violated the anti- 
trust laws. When the Department of 
Justice proposed that the stock be dis- 
tributed over a ten-year period, it was 
immediately apparent that there would 
be a substantial tax on the shareholders 
in respect of the dividend received, but 
proposed legislation to defer the tax 
met the opposition of the Treasury. The 
Treasury's acquiescence, last month, in 
the Department of Justice position that 
tax relief is required if courts are to 
be expected to order divestiture, is gen- 
erally regarded as making it certain 
that tax deferral of some kind will be 
approved by Congress. However, some 
legislators feel that action should be 
delayed until the district court in Chi- 
cago actually issues a divestiture order. 
It may be that this reluctance to act 
now may defeat legislation this session. 

The Ways and Means Committee an- 
nounced that it has approved a bill to 
grant relief to the stockholders of com- 
panies required under an antitrust de- 
cree to make distributions to its stock- 
holders. While the Committee has made 
public no details it was reported that it 
added a provision deferring tax on a 
corporation which sells property under 
such a decree provided the proceeds 
are reinvested in similar property not 
violating the anti-trust decree. This ad- 
dition, of benefit to Hilton Hotels, may, 
political observers thought, jeopardize 
passage of any legislation at all this ses- 
sion of Congress. 

The partial liquidation treatment 
would require the stockholder to al- 
locate his Du Pont basis between the 
Du Pont shares held and the General 
Motors shares received (on the basis of 
market value). GM shares would be re- 


ceived taxfree to the extent that their 
value did not exceed that basis allocated 
to them. The excess would be capital 
gain. 


Senate Committee acts 


The Senate Finance Committee has 
announced that it has approved the idea 
of legislation to permit stockholder re- 
ceiving a distribution of stock under an 
antitrust divestment order to treat the 
transaction os a partial liquidation of 
their investment in the company. 


Proposed order 


The Supreme Court implemented its 
decision that the Du Pont’s GM holding 
violated the antitrust laws by returning 
the case to the district court for a de- 
termination of “equitable relief neces- 
sary and appropriate in the public in- 
terest to eliminate the effects of the 
acquisition offensive to the statute.” 

If the court accepts the Justice De- 
partment’s plan for carrying out the 
Supreme Court order, all of the 63 
million shares of General Motors stock 
held by Du Pont would be transferred 
to a trustee. ‘The trustee would be di- 
rected to distribute about two-thirds, 
or 42,000,000 of the General 
Motors stock over a ten-year period to 
the public stockholders of Du Pont. He 
would be directed to sell over the ten- 
year period the balance remaining for 


shares, 


the accounts of two corporate share- 
holders of Du Pont, Christiana Securi- 
ties and Delaware Realty. The decree 
also would require sale by Christiana, 
over the ten-year period, of the 535,000 
shares of General Motors stock which it 
owns directly. 

The market value of General Motors 
stock is about $56 a share. Accordingly, 
the distribution over a ten-year period 
at today’s market amounts a distribu- 
tion of stock with an aggregate value of 
over $3.5 billion. 

Under existing tax law, the General 


Motors stock received by Du Pont share. 
holders would be taxable as a dividend 
at fair market value to individual share. 
holders and at Du Pont’s cost (less the 
dividends-received deduction) to the 
corporate shareholders. The average 
cost to Du Pont of General Motors stock 
is about $2.10 a share. 

One of the first bills introduced in 
Congress was H.R. 7628, (85th Con- 
gress) which would have extended 
nonrecognition of gain to a taxpayer, 
required under the anti-trust laws to sell 
or dispose of property, who subsequent- 
ly reinvests the proceeds in similar prop- 
erty. That bill did not deal with the 
tax consequences of a distribution of 
property to shareholders. The Treasury 
Department opposed its enactment on 
the ground that special tax relief meas- 


_ures are objectionable in the absence 


of overriding considerations of general 
public policy. It said, “The Treasury 
Department is not aware of any general 
policy considerations which would just- 
ify this special tax relief. However, the 
Department of Justice is in a better 
position than this Department to com- 
ment on this bill as it relates to anti- 
trust policy.” 

The Treasury also objected to the 
bill because it would have applied retro- 
actively to dispositions of property oc- 
curring more than a year prior to en- 
actment. 

The Department of Justice also op- 
posed enactment of H.R. 7628. One 
objection was that the requirement that 
the proceeds be invested in property 
similar or related in service or use to 
the property disposed of might present 
a basic incompatibility with antitrust 
enforcement requiring the divestiture 
of property. Another objection was that 
the bill applied only to proceedings 
brought by the Attorney General and 
did not apply to divestiture proceedings 
brought under the Clayton Act by other 
agencies such as the Federal Trade Com- 
mission and the Interstate Commerce 
Commission. Furthermore, the Depart- 
ment of Justice stated that the retroac- 
tive feature of the bill would give rise 
to problems with respect to decrees of 
divestiture which had already been en- 
tered. 


Frear Bill 


On January 12, 1959, Senator Frear 
introduced S. 200, which would permit 
a corporation to distribute “divested 
stock” to its shareholders without divi- 
dend tax consequences if the transaction 
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does not have as one of its principal 
purposes the distribution of earnings 
and profits. Proponents of this approach 
point out that in at least three instances 
the tax law has been amended by Con- 
gress to provide for the nonrecognition 
of gain in the case of exchanges or dis- 
tributions of property ordered or certi- 
fied to be necessary by a Federal agency. 

The position taken by the Treasury 
Department on S. 200 was: 

1. In the absence of overriding con- 
siderations of general public policy, 
special tax relief measures are objec- 
tionable. 

2. If, however, some change in the 
tax law is deemed necessary by those 
charged with responsibility of enforcing 
the antitrust laws, the Treasury Depart- 
ment would be willing to cooperate in 
the development of appropriate legisla- 
tion which would provide adequate 
safeguards and protect the public in- 
terest. 

3. The Treasury questioned whether 
complete nonrecognition of tax in con- 
nection with distributions pursuant to 
antitrust divestiture decrees was appro- 
priate and suggested that consideration 
be given to providing partial liquidation 
treatment to such distributions. 

In July the Treasury announced that 
it had abandoned its partial liquidation 
position. David Lindsay, Assistant to 
the Secretary of the Treasury, explained 
to the House Ways and Means Com- 
mittee that the Department of Justice 
concluded that it could not recommend 
adoption of the partial liquidation ap- 
proach as a solution in the area of 
antitrust divestitures. It reasoned that 
long-standing stockholders, who have a 
lower basis for their shares than the 
recent stockholders, would have to pay 
a substantially greater tax. Accordingly, 
the partial liquidation approach might 
provide the least relief in the case where 
relief may be needed most, namely, 
where the acquisition occurred many 
years ago when violation of the law 
may have been less evident. Another ob- 
jection to the partial liquidation ap- 
proach which was raised at the recent 
hearings before the Senate Finance Com- 
mittee is that, although it grants tax 
relief to individual shareholders, the 
substitution of a capital gains tax for 
an ordinary dividends tax imposes a 
much larger tax burden on corporate 
shareholders. 


Treasury concedes 


Mr. Lindsay said that the Department 





of Justice has made it clear that some 
change in the tax laws is necessary to 
facilitate divestitures. of the 
position of the Department of Justice, 
the Treasury does not object to legisla- 
tion in this area. 

There may be cases where a taxpayer 
has acquired property in the past for 
legitimate business purposes under cir- 
cumstances which did not appear to 
involve any violation of antitrust laws, 
Mr. Lindsay told the Ways and Means 
Committee. Subsequently, by reason of 
developments in business relationships, 
it may be necessary to require that the 
taxpayer divest itself of such property 
to assure effective enforcement of the 
laws against restraint of trade. In such a 
case a strong argument can be made 
for tax relief especially where tax con- 
sequences of a divestiture may create 
adverse economic consequences for in- 
nocent parties. On the other hand, such 
equitable considerations would not ex- 
ist in favor of a taxpayer who could or 
should reasonably anticipate a divesti- 
ture decree at the time of acquisition of 
the property. 

Enactment of special tax relief for 
dispositions of divested property would 
require strict limitations, which might 
be difficult to devise, or enforce, to pre- 
vent taxpayers from acquiring pro- 
hibited property. The Treasury believes 
that if tax relief is to be enacted in 
this area, consideration might be given 
to more specific statutory criteria to pre- 
vent distributions of property for tax 
avoidance purposes, and that one such 
criterion might be a rule that tax re- 
lief wlll not be applicable to property 
acquired in reasonable anticipation of 
a divestiture decree, coupled with a pre- 
sumption that such anticipation exists as 
to property acquired within a stated 
period, perhaps five years, prior to com- 
mencement of the antitrust proceedings. 


In view 


HR 8126 


H.R. 8126, introduced by Representa- 
tive Simpson, received the general ap- 
proval of the Treasury at the hearings 
held on it in July by the House Ways 
and Means Committee. This bill is some- 
what similar to SR 200, the Frear Bill. 

H.R. 8126 would alleviate the impact 
of the income tax burden otherwise 
imposed where stock or other property 
is disposed of pursuant to an antitrust 
order. It would treat as a nontaxable 
exchange transfers between corporations 
of property for stock in obedience to 
an antitrust order. 
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It further provides that where a cor- 
poration is required to distribute stock 
t» its shareholders pursuant to an anti- 
trust the distribution shall be 
treated as a dividend to the extent of 
the lesser of the fair market value of 
the divested stock or its average ad- 
justed basis in the hands of the dis- 
tributing corporation. In other words, 
the bill would apply to individual share- 
holders in the case of antitrust divesti- 
tures substantially the same rule as 
now applies to corporate shareholders. 

H.R. 8126 also provides that, with 
stated exceptions, it shall not apply to 
stock which was acquired by the dis- 
tributing corporation less than five years 
prior to the institution of the anti- 
trust proceedings. One of the exceptions 
to the five-year limitation is that the 
limitation will not apply if the anti- 
trust order recites that in the judgment 
of the court or commission or board, as 
the case may be, the distributing cor- 
poration could not have reasonably 
anticipated that the acquisition of such 
stock would result in an antitrust order 
requiring its divestiture. 

“The five-year limitation,” Mr. Lind- 
say said, “appears less necessary in con- 
nection with the ‘dividend at cost’ treat- 
ment provided for in H.R. 8126 than it 
would be in connection with complete 
nonrecognition of gain as provided in 
S. 200. By imposing an immediate divi- 
dend tax of an amount equal to the 
cost to the distributing corporation of 
the divested stock, H.R. 8126 has a 
built-in safeguard which eliminates or 
minimizes tax relief in the case of a 
shareholder of a corporation which has 
made a recent acquisition. It should be 
recognized, therefore, that the bill will 
aid in the enforcement of antitrust laws 
primarily in those cases where the stock 
to be divested has a low basis relative 


order, 


to its market value. 

H.R. 8126 provides that the tax re- 
lief for distributions to shareholders 
“shall not apply to any distribution if 
the divested stock was acquired in pur- 
suance of a plan, one of the principal 
purposes of which is the distribution of 
the earnings and profits of the distribut- 
ing corporation . . .” Although a limita- 
tion along these lines is desirable, Mr. 
Lindsay said that the Treasury had some 
reservations as to whether the exact 
phrasing of the rule is appropriate since 
it prohibits a tax avoidance motive only 
at the time of acquisition of the di- 
vested stock. A similar rule contained 


in S$. 200 is more broadly phrased and 
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would permit a court to look at the en- 
tire transaction in determining whether 
a tax avoidance situation exists. 

The definition of divested stock in 
H.R. 8126 contains five pertinent pro- 
visions, two of which Mr. Lindsay men- 
tioned. One is that the antitrust order 
must recite that the result of the dis- 
tribution will not lodge control of the 
corporation whose stock is distributed 
in a shareholder or defined group of 
shareholders likely to act in concert 
contrary to the policies of the Sherman 
Act or Clayton Act or both. While this 
provision is mainly of interest to the 
Justice Department, it may have an 
advantage from the standpoint of tax 
policy in minimizing the possibility of 
special tax benefits accruing where the 
shareholders are in close affinity with the 
corporation whose actions gave rise to 
the antitrust divestiture. 

The second provision to which Mr. 
Lindsay called the attention of the Com- 
mittee was the requirement that the 
antitrust order recite that the anplica- 
tion of special tax results under the bill 
relating to divested stock is required 
to reach an equitable judgment, decree 
or order in the 
ceeding. This should be a helpful pro- 
vision in 


antitrust suit or pro- 
preventing unwarranted re- 
lief and protecting the public interest. 

The Simpson bill would also treat 
as a nontaxable exchange certain trans- 
fers between corporations of property 
for stock in obedience to an antitrust 
order. Specifically, the bill provides that 
if a corporation subject to an antitrust 
order transfers 


property in obedience 


to such order to another corporation 
solely in exchange for stock of the ac- 
quiring corporation, whether or not the 
acquiring corporation is a controlled 
corporation, then no gain or less shall 
be recognized to the transferor corpora- 
tion upon such exchange. The provi- 
sion, by its terms, shall not apply to a 
transfer of property acquired in pursu- 
ance of a plan one of the principal pur- 
poses of which was to avoid Federal in- 
the transfer. 

This provision 


come tax on 
relating to exchanges 
of property for stock appeared to Mr. 
Lindsay to be extremely broad. It ap- 
parently is designed, he said, to per- 
mit maximum flexibility in the manner 
in which assets or businesses can, pur- 
suant to antitrust action, be separated 
from a corporation without tax conse- 
quences. Most of the limitations and 
safeguards which expressly apply to di- 
vested stock are not by their terms ap- 
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plicable to exchanges of property for 
stock. Such limitations should also ap- 
ply to exchanges of property for stock. 
This might be accompanied by permit- 
ting nonrecognition of gain on such 
exchanges only if the stock so acquired 
is required by the antitrust order to be 
distributed to the shareholders of the 
transferor corporation, subject to the 
limitations and requirements otherwise 
pertaining to divested stock. vr 


End estate tax on trust 
powers of incompetent 


UNDER PRESENT LAW, a trust is includible 
in the gross estate of a settlor if he has 
reserved the right to change the trust 
beneficiary. This is the case even though 
he has completely divested himself of 
every other interest in the trust prop- 
erty. A settlor of a trust created prior to 
January 1, 1939 was permitted to release 
a power to change beneficiaries free of 
gift tax at anytime during the period 
from January 1, 1940 through December 
31, 1947, provided he had no power to 
revest any portion in himself. 

The Technical Changes Act of 1953 
provided that decedents 
mentally incompetent and who died 
after December 31, 1950 were not re- 
quired to include in their estates trust 


who were 


property which would have been free 
of gift tax if such a power had been 
released prior to January 1, 1948. The 
mental disability had to begin at least 
3 months prior to December 31, 1947 
and continue until the date of death. 
H.R. 1219, signed by the President 
and now in force, authorizes similar 
treatment with respect to estates of de- 
cedents dying after August 16, 1954. In 
the case of a decedent possessing the 
power to change beneficiaries, (but not 
to revest trust property in himself), such 
trust property is now excludable from 
his gross estate if he was under a legal 
disability to release such power for a 
period beginning not less than 3 months 
before December 31, 1947 and continu- 
ing until his death. Claims for refunds 
should be filed for any such case. H.R. 


1219 does not, however, authorize in- 


terest on such a refund. 

The House Committee report points 
out that if had_ been 
mentally incompetent during the period 
when releases of such powers were per- 
mitted free of gift tax, they would have 
undoubtedly released them. It is equit- 
able to place persons who were mentally 
incompetent 3 months or more prior to 
December 31, 1947 their death 
on a par with persons who could have 
executed releases free of gift tax. x 


such persons 


until 





New decisions: income taxation of trusts 


Grantor trust not a separate taxable en- 
tity (Old Law). Taxpayers here con- 
tended that a trust they created was 
subject to the Clifford rules under the 
1939 Code and was not a taxable entity. 
They therefore claimed state taxes and 
trustee’s fees in their individual returns. 
Under the agreement 
tained the income for life and had a 


trust they re- 
general power to appoint the corpus by 
will, the right to replace the trustee, and 
the right to revoke the trust with the 
consent of another person. However 
they had released the power to direct in- 
vestments. The court holds that under 
the Clifford rule the trust is not recog- 
nized for tax purposes and taxpayers 
may take up the deductions individually. 
[The 1954 Code, Section 671 et seq., 
specifically permits such deductions.— 


Ed.| Green, DCN. Y., 6/24/59. 


Income beneficiary not entitled to de- 
duct trust’s capital loss. An income 
beneficiary of a trust reduced his share 


of distributable income by his share of 
the capital losses realized by the trust. 
Although he admitted that under the 
law of trusts, and under the prevail- 
ing rule in his state, capital losses were 
to be allocated to corpus, he contended 
that the trust was in effect a merchan- 
dising trust (owning an interest in a 
limited partnership), and that all losses 
realized were therefore allocable to in- 
come. The court disagrees since the 
losses resulted from the disposition of 
corporate stock and commodity futures 
and not from sales of the trust’s regular 
stock in trade. The trust’s capital losses 
therefore not available to the 
income beneficiary. Swingle, TCM 1959- 


were 


Trust not revocable; income not taxed 
to grantor. Taxpayer foundation was 
created by a combined ‘will’ (the donor 
being still alive) and deed of trust which 
a state court interpreted as providing 
for payments to relatives and charities 
after the donor’s death. The Tax Court 
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found no merit in the Commissioner’s 
argument that this was a revocable trust, 
the income of which would be taxable 
to the grantor; but it did deny exemp- 
tion to the foundation. McGillick, 30 
TC 1130, acq., IRB 1959-28. 


Beneficiary taxed on corpus capital gains; 
she had right to fixed annuity. A trust 
provided for the payment of a fixed 
monthly amount to a beneficiary for life. 
Payments could be made from income or 
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*Estate tax value set at buy-sell figure 
though below market and decedent was 
incurably ill [Acquiescence]. Three 
brothers owned almost equal stock in- 
terests in a corporation. At the time the 
decedent, one of the brothers, was suffer- 
ing from incurable cancer, the three 
entered into a buy-sell agreement in 
which it was provided that, upon the 
death of any of the three, the corpora- 
tion would purchase his shares for $200,- 
000. Lifetime restrictions were placed 
upon the transfer of their stock. The fair 
market value of decedent’s stock at the 
time of the execution of the agreement, 
and at his death within the same year, 
was $257,000. This court holds that the 
price set in the buy-sell agreements con- 
trols for estate tax purposes. There was 
nothing in the record to indicate that 
the $200,000 figure was arrived at as 
part of a tax avoidance scheme; it was 
not a “foregone conclusion” that the 
incurably ill brother would in fact die 
first. The Commissioner’s argument that 
the agreement was in the nature of a 
testamentary transfer was not well taken. 
There was no transfer, but merely the 
execution of an agreement. Littick Est., 
$1 TC 181, acq., IRB 1959-32. 


Life estate with power of disposition 
qualifies for marital deduction. The 
residue of decedent’s estate went to his 
wife “to be used, enjoyed and disposed 
of by her in any way she may choose, 
with this provision, however, that should 
. remain at the 
death of my said wife, the same shall 
. my son.” The Commissioner 
contended that the interest given the 
widow did not qualify for the marital 
deduction. He argued that state law 
(Kentucky) would prevent the widow 
from making gifts of the property, and 
that consequently she did not have a 
power to appoint the entire interest in 


any of said property . . 


pass 


corpus, or both. No distributions were 
made during the taxable year and the 
beneficiary reported only her share of 
the ordinary income of the trust, which 
was less than the annual payment. due 
her. Consequently, since she had a right 
to that income in satisfaction of her 
fixed payments, the capital gain is cur- 
rently distributed to her and the court 
requires the beneficiary to include her 
share of the capital gains in her income. 
Wadewitz Estate, 32 TC No. 48. 


gift tax decisions 





all events. The court failed to find any 
such limitation imposed by Kentucky 
law. After indicating that the power 
to dispose of the property “in any way 
she may choose” was broad enough to 
permit gifts to friends or charities which 
would defeat the interest of the re- 
mainderman, the court concluded that 
the power qualified for the deduction 
as one over the entire interest exer- 
cisable in all events. Boyd, DC, Ky., 6/ 
16/59. 


No marital deduction for life estate. 
Decedent antenuptial 
agreement with his intended wife, giv- 
ing her a life estate in his residence. He 
then transferred the residence to his sons 


had made an 
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by a prior marriage, reserving a life 
estate to himself and to her. After his 
death the property was sold for $37,000 
and his widow executed a general re- 
lease and a quitclaim deed to the two 
sons, and she received $10,000 out of the 
proceeds of the sale. Decedent’s execu- 
tor’s claim that the $10,000 qualified for 
is denied. Al- 
though the value of the _ residence 
($37,000) was includible in decedent’s 
gross estate as a transfer with a re- 
served life estate, the successive life 
estate given the widow did not qualify 
for the marital deduction because it 
constituted an interest which would 
terminate upon her death. Chritton, 
DC IIL, 6/4/59. 


the marital deduction 


No marital deduction for right of sur- 
viving spouse to purchase stock. Dece- 
dent’s widow elected to purchase 184 
shares of stock from the estate at the 
value of $58 a share fixed by court ap- 
pointed appraisers, $7 a share under the 
market value on the alternate valuation 
date. When she made the election pur- 
suant to a statutory right given her under 
Ohio law the probate court directed the 
executor to apply the $10,000 support 
allowance due the widow to the price 
she was to pay for the stock. The execu- 
tor contended that the estate was en- 
titled to a marital deduction in the 





SPEAKING AS CHAIRMAN of the Com- 
mittee on the Taxation of Income 
on Estates and Trusts at the meet- 
ing of the Section of Taxation at 
the A.B.A. Annual Meeting at 
Miami Beach on August 23, 1959, 
Norman A. Sugarman of Cleveland 
reported that a new bill may shortly 
be reported out of the Ways and 
Means Committee containing sig- 
nificant changes affecting the taxa- 
tion of the income of estates and 
trusts. Chairman Mills of the House 
Ways and Means Committee had 
H.R. 3041 the re- 
visions proposed by the Advisory 
Group on Subchapter J. 

Important changes from the pro- 
visions of H.R. 3041 are expected 
to be as follows: 

1. The consolidation approach to 
the solution of the multiple trust 
problem will be dropped and in 
lieu thereof in all probability there 
will be a solution in terms of the ex- 


introduced as 





Mills Committee may adopt throwback solution to 
multiple trust problem 


tension of the application of the 
throwback rule. 

2. The four tier-system recom- 
mended by the Advisory Group is 
being further studied and either 
that system or a revised version of 
it will in all probability be incorpo- 
rated in the bill. 

3. The question of the rank of 
the charitable deduction in the 
tier system is also being studied and 
a change in this regard should be 
anticipated. 

There is a likelihood that the bill 
will be introduced early in Sep- 
tember and perhaps even passed by 
the House at this session of Con- 
gress. Persons interested in the sub- 
ject matter of the taxation of estates 
and trusts should watch to see what 
form the bill takes when it is in- 
troduced. Mr. Sugarman indicated 
that his Committee would welcome 
suggestions and comments concern- 
ing the new bill. 








252 ¢ The Journal of Taxation 
amount of the difference between the 
appraised value of the 184 shares and 
the fair market value of the stock on 
the alternate valuation date, but the 
Tax Court failed to agree. The court 
determined that the right was not an 
interest in property which passed from 
the decedent to his surviving spouse and 
that even if it were, it was a terminable 
interest. Under Ohio law, the death of 
the surviving spouse prior to the filing 
of the court’s entry fixing the terms of 
the purchase nullifies the election. 

In the same case, the executor claimed 
that the government was bound by the 
$58 a share value approved by the pro- 
bate court. The Tax Court disagreed 
on this point also; $65 a share was the 
proper value, the value fixed by the 
court appointed appraisers not 
binding upon the government. Critch- 
field, 32 TC No. 72. 


was 


District Court holds premium payment 
test unconstitutional (Old Law). In 1936 
decedent transferred four insurance 
policies to his wife retaining no incidents 
of ownership, but he continued to pay 
the premiums until his death on July 
15, 1954, shortly before the effective date 
of the 1954 Code. The executor reported 
the full amount of the policies as tax- 
able. On audit the IRS excluded the 
portion of the proceeds purchased by 
premiums paid prior to January 10, 
1941. The executor claimed a refund on 
the ground that the premium payment 
test was unconstitutional. The District 
Court agreed, saying that the tax is, in 
effect, a transfer tax upon the decedent's 
net estate, and that no transfer occurred 
at the time of the decedent’s death. [The 
Solicitor General has authorized direct 
appeal to the Supreme Court.—Ed. | 
Longley Estate, DC Mich., 6/1/59. 


Can’t deduct taxes on estate of prede- 
ceased sister. Decedent’s sister, who died 
three months before he did, left him her 
entire estate. Taxes on both estates were 
paid out of decedent’s estate and dece- 
dent's executors claimed that they were 
entitled to report the gross amount of 
the sister’s estate as an asset and to 
claim the tax as a deduction for prop- 
erty taxed under Section 
812(c) of the 1939 Code and also as an 
ordinary deduction from the brother's 
estate under 812(b). The court points 
out that Section 812(b) prohibits the 
deduction of estate taxes, and the pro- 


previously 


hibition is applicable to estate taxes pay- 
able with respect to the sister’s estate as 


October 1959 


well as those payable on the decedent's 
estate. The court concludes that only 
the net value of the sister’s estate after 
taxes is includible in decedent’s gross 
estate and that the deduction for prop- 
erty previously taxed could not be en- 
larged by having the sister’s estate tax 
paid out of the second estate. Morris 
Estate (Provident Trust Co., Ex.), CA-3 
7/7/59. 


Gifts exempted from tax don’t affect 
estate tax credit. Before his death in 
May, 1951, decedent made gifts in 1950 
and 1951 which were includible in his 
gross estate for estate tax purposes as 
transfers made in contemplation of 
death. No gift tax was paid on the 1950 
transfers because of the available exclu- 
sions and the lifetime $30,000 exemp- 
tion, but gift tax was paid on the 1951 
transfers. In computing the limitation 
on the gift tax credit for the estate tax 
return, the executrix included the 1950 
and 1951 transfers in a single computa- 
tion. The Commissioner, however, com- 
puted the limitation of the 1951 gifts 
separately without any allowance for the 
1950 transfers. The Tax Court agreed 
with the Commissioner. No gift tax 
credit was allowable with respect to the 
1950 transfers, for no gift tax was paid 
on them. Chapman, 32 TC No. 53. 

Insurance includible in  stockholder’s 
estate; corporation was not owner. De- 
cedent took out a policy on his life and 
named the company of which he was 
president as beneficiary. He reserved the 
right to change the beneficiary, to assign 
or pledge the policy, to surrender or 
cancel it, or to withdraw its cash sur- 
render value. The company retained 
physical possession of the policy, car- 
ried it on the books as a corporate 
asset and paid the premiums. The court 
holds that the value of the proceeds was 
properly includible in the 
gross estate because he possessed the 


insured’s 


incidents of ownership at his death, 
The court rejects the executor’s argu- 
ment that the company was the true 
owner of the policy and the reservation 
of rights in the policy was an inadvert. 
ent error since the argument was not 
supported by “a scintilla of evidence.” 
Hall, DC Maine, 6/25/59. 


One-half of insurance policies held to 
be community property. At the time of 
decedents death the cash surrender value 
of the life insurance policies on the life 
of her husband amounted to $177,400, 
He as the executor of her estate, paid a 
tax under protest on one-half of their 
cash surrender value and subsequently 
filed suit for refund. The.court holds 
the one-half was properly included in 
her gross estate. The policies were taken 
out during the married life of the in- 
sured and all premiums were paid en- 
tirely from community funds. Quigley, 
DC Wash. 6/12/59. 


Estate of nominal settlor doesn’t include 
trust. Decedent received the net income 
from a trust during her lifetime. The 
trust agreement was signed by her as 
settlor, and the government claimed that 
the trust was subject to estate tax as a 
transfer with a retained income interest. 
Her executor contended that her former 
husband was actually the creator of the 
trust, and that inasmuch as the transfer 
was made by him rather than the de- 
cedent, it was not includible in her gross 
estate. The evidence disclosed that de- 
cedent had received funds from her 
husband at the time of their divorce and 
pursuant to a settlement agreement with 
him had established the trust for her 
own primary benefit and for the sub- 
sequent benefit of their sons. The jury 
determined from the evidence that the 
husband actually created the trust, and 
court ruled that the trust was not sub- 
ject to estate tax at the wife’s death. 
Bartron, DC S. D., 11/13/59. 
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is cumulative index of all significant current practical tax materiat 


ublished monthly. It covers books, periodicals and pamphlets pub- 


ed during the past four to six months (including The Journal of 


Fealion). It includes a subject index; index to cases, Rulings and 


a seclions; author index, and will in January and July include a 


of names and addresses of all publishers whose material is in- 


ed. References which are removed after six months will ultimately 


published in pamphlet form, cumulating for several years. 


ERAL—BOOKS 

in S A & Beck D, Tax Avoidance 
». Tax Evasion, The Ronald Press 
», (New York, 1958), 220pp, $10 
»18.50 on subscription) .(Tax Prac- 
Niioners Library). Features charts of 
‘woidance techniques litigated and 


in 
fa S, Arms Length Trans- 
ytions. The Ronald Press Co., (New 
fork, 1958) 169pp. $10.00. (Tax 
eactitioners Library). Features 
jarts setting forth taxpayer’s argu- 
vents in each case opposite the find- 


; an RS, Sound Business Purpose, 
te Ronald Press Co. (New York, 
68), $10.00. (Tax Practitioners Li- 
ary). Features charts setting forth 
upayer’s arguments in each case 
posite the finding. 

on J J, Ed., Working with the Rev- 
mue Code-1958, American Institute of 
PAs (New York, 1958), 238pp. Com- 
vnts, brought up to date from 
mrnal of Accountancy Tax Clinic 
954-1958. 

Hatgomery’s Federal Taxes, The Ron- 
i Press Co. (New York, 1958), 
i0pp, $25.00. Clear and concise ex- 
lanation by taxpayers of national 
‘PA form for business managers and 
ovestors as well as professional tax 


men 

‘ Iman R, Alexander's Federal Tax 
Jendbook, The Michie Co. (Char- 
pttesville, 1958) 1261pp. $20.00 

kin & Johnson, Current Legal 
forms with Tax Analysis, Matthew 
bender & Co., (New York) 4 vol., 
lose-leaf) $75. Legal forms, with 
pecial emphasis upon the alternatives 
lictated by tax saving opportunities; 
overs partnerships, employment and 
empensation, corporate organization, 
ule of goods, business and stock sales, 
wedit and finance, estate plans, wills 
md will clauses, husband and wife, 
musts, charities. 

ma, D J, Assignment of Income, 
The Ronald Press Co. (New York, 
68), 18lpp, $10 ($8.50 on subscrip- 
jon) (Tax Practitioners Library) 
tarts of justification of attempted 
wignments and findings 

p's Major Income Tax Act—Law 
md Explanation, Commerce Clearing 
House (Chicago, 1958), 128pp, $1.50 
Dyporation 1959 Filled-in Tax Return 
forms for 1958 Income, Commerce 
—s House (Chicago, 1958), 56pp 





Wividual’s 1959 Filled-in Tax Return 
forms for 1958 Income, Commerce 
faring House (Chicago, 1958), 
Spp $1.00 
Beeral Taxes 1959, Commerce Clearing 
fouse (Chicago, 1958), 1,248pp $17.50 

t Ideas Manual, Prentice-Hall, (En- 

tlewood Cliffs) 1958, 1280pp 

Kes 

wolidated Index to proceedings of 
‘ew York University Institute on 
federal Taxation, 5th through 16th. 
re and Company, (Albany, 1958), 
Alpp. 

Brulative Index 1948-1958 Tax In- 
titutes University of Southern Cali- 
omnia School of Law on Major Tax 
lanning, Banks and Company, (Al- 
many, 1959). 






COUNTING—BOOKS 


mield H & Griesinger F K, Sale- 
Veasebacks and Leasing in Real Estate 
wd Equipment Transactions, Mc- 
‘taw-Hill (New York, 1958), 107pp, 


15.00. Business, tax, legal and ac- 
sunting factors analyzed 

ler C, Lawyers Accounting Hand- 
Tork Matthew Bender & Co., (New 
ork) 1 vol., $15. 


Peel Jr., Fred W, Consolidated Tax Re- 
turns, Callaghan & Co. (Chicago, 
1959) $20. 

Stanley, New Rapid Tax Depreciation: 
How to Use It Profitably, Prentice- 
Hall 4Englewood Cliffs) 


ACCOUNTING—ARTICLES 


Advantages and disadvantages of ac- 
crual, installment, completed contract, 
percentage of completion methods for 
individuals and corporations, Schan 
W A NYUtI1TthInst, p241, 12pp 

Analysis of Teleservice case holding 
grants-in-aid of construction are in- 
come; change in IRS policy foreseen, 
Mednick H S, 11JTAX205, Oct59, 3pp 

Code standards for determining period 
over which improvements to renew- 
able lease may be amortized, analyzed. 
Problems in application foreseen, 
Lurie A 11JTAX22, July59, 4pp 

Deferred payment contract is, IRS 
claims. cash basis income, 11JTAX150, 
Sep59, 1p 

Distinguishing between lease and pur- 
chase; recent cases, rulings analyzed; 
lists of factors courts and IRS consid- 
er in determining whether agreement 
is a lease, Petite A C, 5PracLaw73, 
Apr59, llpp 

Survey of recent developments in areas 
where tax and cia. t- 
ing differ; consideration of underlying 
causes for divergence, Emery W M 
NYU17th Inst, p183, 26pp 

Utilities enjoin AICPA bulletin on ac- 
counting treatment of tax deferred by 
using accelerated depreciation when 
the company uses normal deprecia- 
tion on its books, 11JTAX148, Sep59, 
lp 

accrual 

Analysis of claim or right and other 
accounting cases on scope of power 
to determine whether taxpayer’s sys- 
tem > income, 11JTAX79, Aug, 
59, 4p 

cen oF method 

Changes made before and after 1954; 
the 1958 law; current status of volun- 
ow Sone and those required by 


Hol her C Jr 
NYU17TthInst, p249, 8pp 
reserves 
Criticism of Supreme Court holding 
that dealers’ reserves withheld on 
financing are income, Herzberg A, 
11JTAX74, Aug59, 2pp 


ALIMONY 


Husband should be permitted to deduct 
payments to wife for her unrestricted 
use; recent cases criticized as failing 
to follow intent of Congress, Miller J, 
11JTAX160, Sep59, 4pp 

Recent cases and regulations on periodic 
payments, child support, property 
transfers; estate and gift tax briefly 
considered, Rosenfeld D T, 5PracLaw 
63, Feb59, 8pp 


ANNUITIES 

Intra-family sale of assets for an an- 
nuity seen as saving tax; income, 
estate, gift tax treatment of each 
party analyzed, McGiveran B S & 
Lynch W_ B, 18CLUJ14, Winter58, 
12pp; 10JTAX322, June59, 5pp 

Private annuities; income estate and 
gift tax problems of the annuitant 
and payor; basis of property trans- 
ferred for a private annuity; warn- 
ing that law is unsettled, Ekman S V, 
NYU17thInst, p1157, 14pp; similarly 
5PracLaw26, Apr59, llpp 


CAPITAL GAINS AND LOSSES 


Statement of the law affecting basis of 
specific types of property; gifts, in- 
heritances, stock rights, patents, etc. 
Thomas M, NYUl17TthInst. p561, 18pp 








UMULATIVE INDEX TO CURRENT TAX LITERATURE 


COLLECTION OF TAXES 


District court allows tax lien against in- 
terest of the bankrupt beneficiary of 
spendthrift trust, Erbacher P J, 15 
JMoB166, Apr59, 2pp 

Conflicting rights of holders of mechan- 
ics’ liens and the government as holder 
of a tax lien ih retained funds due to 
a defaulting general contractor, 68Yale 
LJ985, Apr59, Tpp 

Oil bonus cases decision by Tax Court 
raises deferred salary questions; Cow- 
den analyzed, 11JTAX215, Oct59, 2pp 

Summary of revision of Federal tax lien 
law as proposed by ABA special com- 
mittee, Plumb, Jr. W T, 45ABAJ351, 
May59, 4pp 

transferee liability 

Decision in Stern approved as giving a 
definite standard, Hill W C NYU17th 
Inst p25, llpp 


COMPENSATION 


Consolidation Coal shadow stock de- 
ferred compensation plan outlined, 
minority stockholder’s suit which in- 
validated it discussed; tax implications 
of that decision, Shelmerdine W, Jr, 
NYU I17thInst, p933, 18pp 

Corporate executives problems; plans 
for deferred compensation should 
recognize probability of double tax 
and endeavor to lighten burden by 
using trusts, several beneficiaries, 
etc., option at retirement under pen- 
sion plans; estate and income tax 
problems especially if no capital gain 
options are available; deferring re- 
ceipt and choosing several benefici- 
aries, planning aspects of restricted 
stock options, Miller P, NYU17th 
Inst. p1171, 40pp 

duPont’s bonus program described and 
analyzed; footnoted to the law and 
the literature, Coz A H, NYUI17th 
Inst, p905, 28pp 

Ford pension and deferred compensa- 
tion plans detailed, and provision an- 
alyzed in terms of the Code, Regula- 
tions and published literature, Fill- 
man J R, NYU17thInst p883, 22pp 

Hazards in deferred compensation plans 
briefly commented on; discontinuance 
problems, stock bonus plans for small! 
business; restricted options, Latham 
R S, 19ArtAChron35, Dec58, 1lpp 

Informed comment on practical and tax 
aspects of new types of fringe bene- 
fits; medical expenses; group term; 
health and accident and other insur- 
ance; options; meals and lodging; 
scholarships, Schreiber I, NYU17th 
Inst. p607, 20pp 

Payments to widows under the 1954 Code 
discussed in light of changes in the 
law, recent cases analyzed, Getz E, 11 
JTAX229 Oct59, 4pp 

Unfunded deferred compensation plans 
of Ford, duPont and Consolidation 
Coal summarized and the way they 
handle difficult problems commented 
upon, Bergen K W, NYU17th Inst 
p879, 4pp 


CORPORATIONS—BOOKS 


Anthoine R, Corporate Taz Election to 
Pass Income and Loss to Shareholders, 
Practicing Law Institute (New York, 
1958) 44pp, $2. Analysis by i1 
lawyers presented at October 1958 
forum, as revised by the editor 

Anthoine R & Stinson G, Taz-free Ex- 
changes, Practicing Law Institute 
(New York, Rev. 1959) 118pp. $2 

Holland, Daniel M, The Income-Tax 
Burden on Stockholders, Princeton 
University Press (Princeton, 1958), 
24lpp, $5.00. 
re, M M, Thin Capitalization, The 
Ronald Press, (New York, 1958) 
261pp, $10.00. (Tax Practitioners Li- 
brary). Features charts setting forth 
the factual situation in each case 
and taxpayer’s argument against the 
finding. 

Surrey S S, Income Taz Problems of 
Corporations and Shareholders, ‘Vhe 
American Law Institute (Philadelphia, 
1958) 74pp. This annual report of 
the American Law Institute tax pro- 
ject sets out the current tentative 
views of the ALI tax staff on changes 
that are needed in taxation of corpo- 
rate distributions, terminations, re- 
organizations, loss-carryovers, multi- 
ple corporations, attribution rules, 
debt financing. 


CORPORATIONS—ARTICLES 


Legislation proposed to defer tax on 
DuPont’s GM divestiture described, 
11JTAX248, Oct59, 3pp 

Tax planning for the new growth com- 





pany and for its owners, a survey of 
the probl to be ed at each 
stage of ame capital structure, 
accounting elections, dividend policy 
to accelerate growth and avoid tax 
problems, Tekampe F, Greene R, 11 
JTAX130, Sep59, 5pp 

eccumulated earnings tax 

ABA group recommendations on burden 
of proof analyzed, criticized as not 
proposing substantial relief, by Alt- 
man D & Berger T, 11JTAX196, Oct 





greements 

Reconsideration of this problem in the 
lights of recent cases; special attention 
to corporations electing Subchapter S, 
Smith J W, 14TaxLR413, Mar59, 21pp 

Script for conversations between buyer 
and seller of a business and their 
lawyers and accountants; topics dis- 
cussed include bargaining for price, use 
of loss carryover, basis problems, 
ae J D, Silverstein L, Kahn E 

Terry G, Schapiro D, Addison J, 

NyUlthlost. p717, 54pp 

Tax Court seen diluting benefits of new 
burden-of-proof rules; discussion of 
the immediacy test, acceptable pur- 
poses for surplus, problems in con- 
trolled corporations, the effect of re- 
demption of minority and majority 
interests; planning to avoid 531 
troubles, Weithorn Stanley S 
17thInst, p299, 28pp. 

collapsible 

Tax Court definition of substantial part 
in Kelley case analyzed; conflict with 
CA-3 in Abbott noted; result ques- 
tioned as outside spirit of statute, 
Hewitt J, 11JTAX10, July59, 4pp 

Thorough and precise explanation of 
the changes made by the 1958 Act, 


Friedman H and Silbert G, NYU 
17thInst. p665, 20pp 
dividends 


Effect on earnings and profits of dis- 

tributions not in liquidation. Analysis 

of changes in the statute and detailed 

consideration and criticism of present 

rules. Urges more consideration of 

economic realities and accounting con- 

cepts. Discussion of problems when 

stockholders sell the dividend prop- 

erty; inventory and non-inventory 

property dividends; appreciated and 

depreciated property, the tax and 

basis rules, Block N NYU17thInst, p 

267, 32pp 

electing to tax income to owners 

Consideration of the buy-sell agreement 
in the Subchapter S corporation; prob- 
lems raised by recent cases seen as not 
completely solved by a Subchapter S 
election, Smith J W, 14TaxLR413, 
Mar59, 9pp 

Discussion of the considerations deter- 
mining whether a business should be 
formed as partnership, proprietorship 
er corporation electing under Sub- 
chapter S. Tax problems at forma- 
tion, during operations, upon sale of 
the business or death or retirement 
of an owner, Willis A B, 11JTAX66, 
Aug59, 5pp 

List of danger spots — IRS interpreta- 
tion as shown by proposed regula- 
tions, Peel F W, lOJTAX367, June59, 
lp 

Practitioners at hearing object to pro- 
posed regulation barring election to 
fiquidating corporation; royalties issue 
raised, 11JTAX13, July59, 2pp 

Proposals for changes in Subchapter S 
made by ABA Taxation Section part- 
nership committee analyzed, Kalupa 
R J, 11JTAX194, Oct59, 3pp 

formation 

Problems in choosing structure; practi- 
cal, thoughtful, comprehensive; cita- 
tions to cases and articles, Helleratein 
J R TulTaxInst416, 1958, 32pp 

liquidations 

Installment obligations received in liqui- 
dation; problems of intercorporate 
indebtedness; distribution of rights 
to receive income; IRS interpretations 
of Section 337; dangers in the use of 
a liquidating trust; Subchapter S and 
collapsibility, Katcher R, NYU17th 
Inst. p827, 30pp 

IRS refusal to rule on some 337 ques- 
tions makes advance planning to 
avoid delay vital; suggestions on use- 
ful procedures, Lanahan S, 11JTAX 
136, Sep59, 1p 

preferred stock 

Advisory group proposals on taxation 
of preferred stock dividends analyzed, 
criticized, Leist C D, l11JTAX70, 
Aug59, 2pp 

redemptions 

Formulae for computing multiple sub- 











stantially disproportionate stock re- 

demptions, Ginsburg M D, 37Taxes387, 

May59, 9 pp 

General discussion of problems: attribu- 
tion rules, equivalent to a dividend, 
terminations, effect on remaining 
stockholders, 531 tax redemptions to 
pay estate tax, Winton S C, 37Taxes 
397, May59, lipp 

reorganization 

Advisory Group proposes to 
spin-off by applying a per 
total-value test; criticized as 
tical, 11JTAX136, Sep59, 3pp 

Dividing a business: problems in debt 
and recently acquired securities as 
boot; allocation of basis and of earn- 
ings and profits; statutory tests of 
control, subsequent sale, active busi- 
ness. Practical comment on how to 
avoid some of these difficulties espe- 
cially where the IRS position is not 
yet clear, Marold C J, NYU17thInst, 
p857, 22pp 

Tax Court criticized for decision in 
Turnbow that boot may be received 
and yet the transaction may qualify 
as a reorganization, 11JTAX138, Sep 
59, 3pp 

thin 

Meticulous analysis of the development 

of the doctrine and shift from em- 

phasis on ratios (tables of ratios ap- 

proved and disapproved included) to 

current reliance on intent. Subchap- 

ter S and Section 1244 seen as end- 

ing some but not all thinness prob- 

lems. Concludes with advice on how 

to avoid thinness trouble, Caplin M, 

NYU17thInst. p771, 56pp 


DEDUCTIONS & EXPENSES—BOOKS 


How To Handle Travel and Entertain- 
ment Expenses to Assure Tax De- 
ductions, The Journal of Taxation, 
(New York, 1958), 64pp, $2.00. Prac- 
titioner’s Guide No. 5. 

Wriggens, J C & Gordon, G B, Repairs 
vs. Capital Expenditures, The Ronald 
Press Co. (New York, 1958), 144pp, 
$10 ($8.50 on subscription) (Tax 
Practitioners’ Library). Features 
charts of fact situations and findings 


DEDUCTIONS & EXPENSES—ARTICLES 


Analysis of cases denying deduction for 
expenses to influence legislation 
amendment of code urged to permit 
such costs if otherwise ordinary and 
necessary, Sunderland T E, 26UChiLR 
109, Autumn58, 17pp 

advertising 

Treasury plans no change in rules on 
deductions for institutional advertis- 
ing Undersecretary Scribner says, 10 
JTAX217, Apr59, 2pp; similarly 37 
Taxes230, Mar59, 2pp 

clothing 

Oregon lists types of clothing deductible 
(its rules are similar to Federal), 
11JTAX89, Aug59, 2pp 

education 

Expenses of education to improve skills, 
allowable under new regulations, dis- 
cussed; Tax Court seen as liberal inter- 
pretation, Hagendorf S, 11JTAX226, 
Oct59, 3pp 

employees 

Current cases, typical IRS positions on 
treatment of disallowed employee ex- 


restrict 
cent-of- 
imprac- 


penses, Klett J C Jr. NYU17thInst, 
pl47, 10pp 

illegal 

Close analysis of development and 


present status of limitation on deduc- 
tions of fines and penalties; policy 
and vagueness of standards criticized, 
Crown J H NYU17thInst, p157, 26pp 

meals, lodging &G moving 

British inland revenue tightens up on 
luncheon vouchers, a hitherto-untaxed 
fringe benefit, 11JTAX90, Aug59, Ip 

medical 

Summary of deductibility of employees’ 
medical expenses and sickness acci- 
dent and health plan costs; cases col- 
lected; problems of the employee 
noted briefly especially in closely held 


corporations, Harris D V Jr. NYU 
17thInst, p207, 2lpp 
nonbusiness 


Law, Regulations and recent cases an- 
alyzed, defense-of-title doctrine criti- 
cized, Dohan D H W, NYU17thInst. 
p579, 28pp 

travel and entertainment 

Disallowance by the Tax Court of meals 
on business trip of less than a day 
criticized as contrary to the statute, 
Oelbaum H, 11JTAX87, Aug59, 2pp 

IRS reminds taxpayers that credit card 
charges paid by employer are con- 
sidered reimbursements to employee, 
11JTAX228, Oct59, 2pp 

Lumberjack allowed cost of daily auto 
trip to logging area; Crowther case 

discussed, 11JTAX232, Oct59, 2pp 





DEPRECIATION—BOOKS 


Brown, E C, Effects of Taxation: De- 
preciation Adjustments for Price 
eee Harvard (Cambridge, 1952), 
16lpp 


DEPRECIATION—ARTICLES 


Changes in 1954 seen as adding illogic 
and confusion; controversy not de- 
creased; root of trouble seen in allow- 
ance of capital gain on sale; suggests 
ending that as part of new plan giving 
taxpayer rights to choose rate within 
a wide range, Macrae E W, 11Tax 
Exec226, Apr59, 15pp 

Reversal of Hertz decision by CA-3 re- 
ported, 11JTAX146, Sep59, 2pp 


EARNINGS & PROFITS 


Accountant reviews items included and 
outlines method of working from 
book surplus, Skadden D H, 21IICPA 
37, Winter58, 10pp; similarly 10JTAX 
261, May59, 4pp 


ENTERTAINERS 


Use of deferred compensation, income 
averaging, conversion to capital gains 
to reduce tax on entertainer’s high in- 
come, Kragen A J, 31SoCalifLR390, 
24pp; similarly 10JTAX194, Aprb59, 
5pp 

ESTATES AND GIFTS—BOOKS 


Beveridge J W, Beveridge Law of Fed- 
eral Kstate and Gift Taxation, Cal- 
laghan & Co., (Chicago, 1956-58) 
1544pp, $60.00 

Federal Estate and Gift Taxes Ezx- 
plained, Commerce Clearing House, 
$3.00, 288pp. Reflects 1958 amend- 
ments 

Lasser Institute J K, Estate Tax Tech- 
niques, Matthew Bender & Co., (New 
York) 1 vol., supplemented, (loose- 
leaf) $27.50. Written by 46 authors. 

Lowndes & Kramer, Federal Estate and 
Gift Taxes, Prentice-Hall, (Englewood 
Cliffs) 

Michaelson A M, Income Taxation of 
Estates and Trusts, Practicing Law 
Institute (New York, 1959) 86pp, $2 

Spinney W R, Estate Planning—Quick 
Reference Outline, 6th Edition, 1958, 
Commerce Clearing House, (Chicago, 
1958) 96pp, $1.50 (paper cover) 

Spinney R, Estate Planning, Quick Ref- 
erence Outline, 6th Edition, 1959, 
Commerce Clearing House, $1.50, 96pp 

Wormser R A, Wormser’s Guide to 
Estate Planning, Prentice-Hall Inc., 
(Englewood Cliffs, N.J., 1958) 167pp, 
$4.95. Written for the client. 

1959 U. S. Excise Tax Guide, Commerce 
Clearing House, $3.00, 448pp 


ESTATES—ARTICLES 


administration 

Attorney on Treasury Legal Advisory 
Staff considers obiigations to a for- 
mer spouse which survive death; 
leading cases analyzed; estate tax 
implications of 1958 gift tax legisla- 
tion considered, Willan R M, NYU 
17thInst, p1211, 16pp 

Developments within the past ten 
years on the marital deduction; cases, 
rulings, books, and articles cited, 
Bernstein A B, NYU17thInst, p114l, 
16pp 

Electing the alternate valuation date 
brings problems of includible assets, 


their basis, income in the interim; 
effect on legacies, Price J W, 8rd, 
NYUI17thInst, p1345, 22pp 

planning 

Corporate executives problems; plans 
for deferred compensation should 


recognize probability of doubt tax 
and endeavor to lighten burden by 
using trusts, several beneficiaries, 
etc., options at retirement under pen- 
sion plans; estate and income tax 
problems especially if no capital gain 
options are available; deferring re- 
ceipt and choosing several benefici- 
aries, planning aspects of restricted 
stock options, Miller P, NYU17th 
Inst. p1171, 40pp 

Example of how a simple everything-to- 
my-wife will is improved by consid- 
eration of tax effect and planning to 
meet it, Kay D G, 11JTAX173, Sep 
59, 2pp 

Outline of course at Notre Dame Law 
School, 34NotDamL294, Apr59, 7pp 


EXCESS PROFITS TAX—BOOKS 

Seidman, Seidman’s Legislative History 
of Excess Profits Tax Laws: 1946-1917, 
Prentice-Hall, (Englewood Cliffs) 


EXCISE TAXES 


Treasury plans no change in rules on 
including co-operative advertising al- 
lowances in excise tax base, Under- 
secretary Scribner says, 10J)TAX217, 

Apr59, 2pp 





EXEMPT ORGANIZATIONS—BOOKS 


Doctors’ Offices in Hospital-Financed 
Buildings, Foundation for Manage- 
ment Research, Inc. (Chicago, 1958), 
40pp. Warning that such offices create 
dissension among doctors, antagonize 
possible contributors and endanger 
tax exemptions 


EXEMPT ORGANIZATIONS—ARTICLES 


Proposed Regulations would deny ex- 
emption to “action” organizations, 
limit research exemption unless re- 
sults are given to public, 10JTAX351, 
June59, lp; testimony at hearings, 
11JTAX19, July59, 2pp 

contributions 

Alumni organizations now find it pos- 
sible to obtain exemption as educa- 
tional-charitable; rulings, cases an- 
alyzed, Myers J H & Quiggle J W, 45 
ABAJ392, May59, 3pp 

Gifts during life of other than cash; 
property vs. nondeductible free grant 
of use; income for term of years; gift 
of remainder; income being reserved; 
annuity; bargain sale; gift subject to 
mortgage; life insurance; preferred 
stock (including Section 306 stock). 
Typical transactions described and 
tax problems involved discussed, Cut- 
ler A R, NYU17thInst, p1117, 24pp 


FARMERS—BOOKS 


Halstead H M, Federal Income Taxation 
of Farmers, Committee on Continuing 
Legal Education, (Philadelphia, 1956) 
12%pp, $3.00 


FARMERS—ARTICLES 


Ruling that crops and livestock are not 
income in respect of cash basis farmer 
decedent approved; should apply to ac- 
crual basis farmer; equity would re- 
quire disallowance of costs for raised 
livestock, 37TexasLR350, Feb59, 5pp 

Treasury seeks new legislation to tax 
patronage dividends by cooperatives, 
Farrell E J, 11JTAX218, Oct59, 2pp 


FOREIGN—BOOKS 


Diamond W H, Foreign Tax and Trade 
Briefs, Matthew Bender & Co., (New 
York) 1 vol., (loose-leaf) $50, in- 
cludes service for one year. The tax 
structure of 7i countries. 

International Tax Agreements, Vol. VII, 
Columbia University Press, (New 
York, 1958) 384pp, $2.50, Classified 
chronological listing 

Rado A R, & Uckmar V, The Tax Con- 
ventions Between the United States 
and Italy, International Bureau of Fis- 
cal Documentation, (Amsterdam, 
1958), 104pp., $2.50. U.S. lawyer ex- 
plains application to U.S. tax law; 
Italian lawyer, application to Italian 


law. 

Posner S I & Allan H J, Federal Tazes 
and Foreign Investments, Public 
Affairs Press (Washington, 1958) 
14pp, 50c. Easy to read; no citations; 
introductory. 


FOREIGN—ARTICLES 


business 

How the provisions of the Boggs Bill, 
as revised by the Ways and Means 
Committee, affect current planning 
for foreign operations, by Seghers P 
D, 11S TAX244, Oct59, 4pp 

Recent changes in the West German In- 
come Tax law as they affect American 
business there, Gumpel H J, 37Taxes 
433, May59, 4pp 

corporation 

New retroactive Regulation requires 
foreign corporation to file return to 
get dividends-paid credit for personal 
holding company tax, Silverstein, L, 
10JTAX244, Apr59, 2pp 


income 
Boggs bill summarized briefly; some 
first industry reaction quoted, 10 


JTAX160, Mar59, 1p 

Chief of IRS pension Trust Branch ex- 
plains taxation of distributions to 
foreign service employees, Goodman 
I 113TAX30, July59, 5pp 

Critical analysis of rationale of cases on 
income in foreign currencies; gain or 
loss on borrowings; exchange controls 
and blockage, Raffel B, 14TaxLR389, 
Mar59, 24pp 

Foreign taxes eligible for credit, taxes 
in lieu; direct credits and credits for 
taxes deemed paid; treaties computa- 
tion problems, Hinkel T S NYU17th 
Inst, p391, 34pp ‘ 

New reporting requirements on income 
earned abroad by citizens; explanation 
of U.S. and Canadian tax on U. S. 
citizen working in Canada, Koerner 
W R, 7CanTaxJ43, Jan-Feb59, 4pp, 11 
JTAX186, Sep59, 3pp 

Statutory rules and usual methods of 

reporting foreign income in terms of 

U. S. currency; problems of blocked 








funds and income of foreign 
Munsche R C NYUIithine rr 
18pp » D 
Ins 
too narrow in denyi imi 
credit status to Belgiune den 
French-Belgium convention waivii 
double tax, 11JTAX122, Augsg, » 
Western Hemisphere Trading hy 
Comparison with branch and gubsig 
operation; current problems jn yamsny Income 
row Treasury interpretations, (ragus, SeP59, 1 
ford W W NYU1ithInst, p3éy, 29g Court de 
FRAUD—BOOKS onal 
Balter, H G, Tax Fraud: What 
Practitioner Needs to Know to p 
tect His Client, The Journal of Tax 
tion, (New York, 1957) 96pp, 































































































summary} 
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Articles originally published jn 7pgpstant Co 
Journal of Taxation, “Practities plains th 
Guide No. 3.” wnal secu! 
Balter, Fraud Under Federal Tax Lagpection Se! 


thinst, p4 
missioner 
t Inspect 


Second Edition, 1953, Commerce Cie 
ing House, $7.50, 495pp 
Mortenson, E R, I'ederal Tax Pro 
Law, Bobbs-Merrill Co., Ine., (| 
dianapolis, 1958) $12.50. 


FRAUD—ARTICLES 


Banks’ reports of currency transactio 
help IRS trace evaders; summary 


reporting rules, 11JTAX237, Qetsgps in the 
lpp loming m«¢ 
Comment on recent cases; IRS policiegsiet59, 2pP 
Murphy H NYU17thInst, pisfietronic 
12pp ing used 


Consideration of cases in which cain 
for unallowable deductions was ¢} 
basis for criminal proceedings fq 
evasion, Cobert E O, NYUl"thing 
p549, 12pp 

Constitutional issues in search and sei 
ure as raised in tax cases; deceptic 
by agents, concealment of speci 
agents, Avakian S NYU1I"thins 
p531, 18pp 

Criminal action a collateral estoppel j 
civil? Cases analyzed; IRS tendend 
to obscure discrepancies in its napentory Ac 
worth calculations discussed as ogeat! (Cam 
portunity for defense, Byer S NY NTORY 
17thInst, p59, 14pp 

Crucial importance of having an a comme 
countant assist in defense of fra 
case, especially one based on n 
worth; criticism of courts as ignori 
the necessity for accounting help i 
their narrow privilege holdings; diqgsSéS 
cussion of non-tax cases cont bo 
Bender L NYU17thInst, p511, 20ppm, 

Disallowance of the costs of defeng 
against criminal fraud charges cally 
bring huge financial costs to the comMransferri 
victed evader; policy questioned, Babippssi 
ter H G, 11JTAX165, Sep59, 4pp 

Discussion, in practical terms, of Dp 
problems facing the attorney handlinfitory of 
a net worth case. Cooperation, limi 
tions on Government’s powers, attac 


= as Se 
\JTAX151 
NT RETU 


int and se’ 
jencies ant 
ight of wif 
nder state 
7, Mar59 


ENTORY: 


, MITA) 





R A, 11JTAX117, Aug9, 4pp 


GIFT TAX 

Powers in a trust that may bring w 
forseen tax cost: a warning to t 
draftsman of pitfalls in  ordina 
trust provisions, Curtis J, NYUI 
Inst, p1267, 23pp 


INCOME—BOOKS 


Lindsay D A & Burford S F, Items 
Gross Income, Practicing Law Ins 







exposition of the law, footno’ 
Code, regulations, cases; covers 
clusions, and income given special 
treatment. 


INCOME—ARTICLES 

Dischatges of indebtedness at a dis GAS A 
count} exceptions to the general rulg 
that it is income; when to elect to refMalysis ¢ 
duce basis, Stuetzer H Jr. NYUI1train on 
Inst, p229, 1Zpp Schoenbe 

Treasury asks Congress to change lawjlipp 
to permit taxfree exchange of Gov@)nsiderati 
ernment bonds for new issue in regpretatior 
, financing, 11JTAX168, Sep59, Ip vorking 

tnx benefit rule tion to « 

Devrlopment of the cases; the statutorypp — 
rules, Rich Maurice H NYU1‘thinst{Mplicatior 
p257, 10pp carried 

nake re} 


INSURANCE—BOOKS inalyzed 
Casey W J, Life Insurance and How t oa yr 
Use It; Institute for Business Plan » AI 
ning, Inc. (New York, 1959) 228pg ae 
While concerned mainly with showin . ep 
uses of life insurance in family angperator 
business financial planning, tax advan” 
tages are stressed throughout — 
How Federal Taxes Affect Life Inp* = 
surance and Annuities, Commere sm R 
Clearing House, Inc., (Chicago, 198 uc 
96pp, $1.50 ey att 
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RANCE—ARTICLES 
« by IRS on minimum-deposit in- 
vance plans criticized as ignoring 
Fnomic realities in insurance, 
cmon S C, 11TAX202, Oct59, 3pp 
York department of insurance 
rhs minimum deposit plans; popu- 
» tax saving method may be ended, 


gn bra 
blnst, ye 





























Corp, Meiciman M, 11STAX8, July 59, 2pp 
id subsidiageet summary of Life Insurance Com- 
ms in :ieny Income Tax Act of 1959, 11JTAX 


.2 
nang Ee of interest deduction 
joans prepaying premiums fore- 
sajows trouble for bank-financed in- 
“vance plans devised to obtain tax 
vantage, 10) TAX149, Mar59, 2pp 


now to P 

nal of TudegNAL REVENUE SERVICE 

hed in ‘Tipstant Commissioner (Inspection) 

-ractitionegmplains the internal audit and in- 
: nal security functions of the In- 

ul Tax Lagupection Service, Trainor H J NYU 

Merce (legge thInst, p495, 16pp 


missioner’s letter and TIR explain 
at Inspection Service has no power 
, reopen clased case, 11JTAX95, 
\ug59, 2pp i 

\ says that higher entrance stand- 
vis for agents and better training is 
king them more formidable oppon- 
ts and that settlement at lower lev- 
<His in the department is therefore be- 
‘ming more difficult, 11JTAX236, 
Dicth9, 2pp , : 
tronic data processing machines 
cing used by IRS; possible future 


vhich claingawes as seen by IRS systems man, 
ns was thelJTAX157, Sep59, 2pp 

eedings f, 

YU11thing NT RETURNS 


st and several liability for tax, defi- 

ch and seiqsencies and penalties seen as unjust in 
8; deception ght of wife’s separate financial status 
of secideder state law, Ritz W J, 14TaxLR 


YUI7thins§s7, Mar59, 12pp 
VENTORY—BOOKS 


estoppel jj . P 
tS tendenapeters J K, Effects of Taxation: In- 
in its napeentory Accounting and Policies, Har- 


sed as opmard (Cambridge, 1949), 330pp 
ver S NYQventoRY-ARTICLES 


ing an gaeei comment on implications of Tax 
se of fraygvourt decision in Klein case on dollar- 
ed on nqpralue LIFO inventory, DeLeoleos N 
as ignoring’, LLJTAX147, Sep59, 2 pp 

ing help iff 













ridings; digmsSES 

Ses contr bock G carryover 

oy mpany expensing drilling can use loss 
0 Geten. 


arryover about to exnire and still un- 
ake substantial drilling program by 
sferring the work to a subsidiary. 
wsible future liquidation of subsid- 
wy discussed, 8SO&GTaxQ142, Aprd9, 





pp 

ey handlinftory of attempts to control traffic in 
tion, limita losses reviewed; new start recom- 
vers, attack#mended with basic rule that only busi- 
@ fraud d@&hess suffering losses can use them after 
and Peiri®sxable or taxfree changes in owner- 





ipp ip, Lent G E, 11TaxExec241, Apr 
29pp 

: islative history and current cases, 

y bring unmeWinton S C, 11JTAX76, Aug59, 4pp 


ring to thitbualty 
n ordinar mlysis of recent cases and rulings, 
J, NYUIEMcDowell A J, NYU17thInst, p.627, 

App 

).,GAS AND MINERALS—BOOKS 

F, Items ofeeding & Burton, 7'axation of Oil and 
Law Instiftss Income, Prentice-Hall, (Enyle- 
1p $2.00. Adiwood Cliffs). 
ootnoted tke L E, Federal Taxation of Oil and 





covers ex#ius Transactions, Matthew Bender & 
special z $25.00 
er G, Oil and Gas Federal Income 


Taxation, Third Edition, 1957, Com- 
ierce Clearing House, $10.50, 352pp 


at a di 
reneral rule GAS AND MINERALS—ARTICLES 
elect to reffalysis of recent cases on capital 


. NYUITt Hmin on assignment of in-oil rights, 
_ ESchoenbaum S NYU17thInst, p443, 
change laWiispp 
ge of Gove nsideration of the possible tax inter- 
ssue in respretation of an assignment of half a 
59, Ip working interest for cash plus obliga- 
ion te drill, 80&GTaxQ144, Apr59, 5 
1e statutor¥ipp 
YUlithinst@ plications of the Prater decision, that 
arried party without obligation to 
make repayment cannot deduct losses, 
wmalyzed especially in relation to 1954- 
und How t@ de partnership questions, 80&GTax 
iness Plang59, Apr59, 10pp 
159) 228pppelloria opinion analyzed; seen as shift- 
ith showing "& depletion allowance from plant 
family an@erator to field owner, but not 
, tax advangSWering the question where does 
out panufacturing begin, Simon S C, 11 
+ Life In prAxine, Sep59, 3pp 
CommercgMutal gas; typical arrangement in 
cago, 1958 Production and processing and how 
‘hey affect depletion; current cases on 








manufacturing vs. processing, Ai/k- 
man A E NYU17thInst, p473, 10pp 

Overall survey, for the investor, of tax 
effect of various oil arrangements. 
Part I covers deductibility, taxation of 
productions, treatment of: losses con- 
sidered as affected by form of organi- 
zation, nature of interest, Bruen A J, 
Part I, 14TaxLR353, Mar59, 36pp 

Parsons and Huss cases analyzed; seen 
as re-establishing the importance of 
ownership of mineral; consideration 
of strip mining contracts that will 
allow depletion to stripper, Sneed J T 
11JTAX2, July59, 5pp 

Possibility that depletion on an advance 
bonus may be elective seen in language 
of cases, 80&GTaxQ153, Apr59, 6pp 

Proof of worthlessness required for de- 
duction of bonus on expired lease when 
lessee had obtained control of lessor, 
80&GTaxQ149, Apr59, Ip 

Sale of interest in lease, folowing gift of 
fractional royalty, qualifies for capital 
gain, 80£GTaxQ150, Apr59, 2pp 

Saving in Texas tax seen in shifting oil 
payment properties to corporations 
— Texas, 80&GTaxQ151, Apr59, 
pp 

Sharing arrangements that will avoid 
capitalizing any of the intangible 
drilling expenses; typical agreements 
and applicable rulings and cases an- 
alyzed, Birmingham J F NYU17Tth 
Inst. p461, 12pp 

Tax treatment of a tract continguous to 
producing well, purchased to secure 
right to produce additional oil, 80&G 
TaxQ137, Apr59, 3pp 

When a gas producer refunds an over- 
charge, he is probably required to re- 
duce deduction for refund by depletion 
previously taken, 80&GTaxQ140, Apr 
59, 2pp 

When and how deduction is allowed for 
worthlessness. Criticism of Treasury 
position on some items seen as invalid, 
Weilen C W and Ryun W M, 10) TAX 
310 May59, 5pp 


PATENTS 


How a corporation can achieve capital 
gain on licensing agreements; tax and 
other problems in foreign licensing, 
current IRS rulings policy and possi- 
bility of legislation, Slowinski W A & 
Creed J F, 11TaxExec270, Apr59, 19pp 


PARTNERSHIPS—BOOKS 


Aronsohn A J B, Partnerships, Prac- 
ticing Law Institute, (New York, Re- 
vised to October 1958) 108 pp, $2.00. 

Little P., Federal Income Taxation of 
Partnerships, Little Brown & Cow., 
(Boston, 1952) 469pp, (with 1957 
bound supplement), $25.00. Unfor- 
tunate that this fine text was not 
revised to include the 1954 Code. The 
separate volume makes correlation of 
old and new cumbersome. 

Willis, Handbook of lartnership Tasra- 
tion, Prentice-Hall, (Englewood Cliffs, 
1957) 585pp, $15.00. The author was 
chairman of the advisory group on 
Subchapter K (partnerships) ap- 
pointed by the House Ways and 
Means Subcommittee on Internal Rev- 
enue Taxation. 


PARTNERS G PARTNERSHIPS— 
ARTICLES 


An outline, but with citations to Code 
and cases, of tax effect of retirement 
or death of a partner under various 
typical arrangements; income and 
estate taxes; basis of interests and of 
firm assets; computations, Willis A B, 
Little P, McDonald D, NYU17thInst, 
p1033, 34pp 

Associations taxable as corporations; 
older cases analyzed and found no 
longer fully authoritative: recent cases 
and rulings discussed and four cri- 
teria seen as controlling; associates, 
profit motive, centralized manage- 
ment, and continuity, Driscoll J P, 
NYU17th Inst, p1067, 30pp 

Income and estate tax on payments be- 
cause of disability, retirement or 
death of a partner; examples, Mac- 
Kay H M, 13CLUJ53, Winter58, 37pp; 
similarly 11JTAX54, July59, Tpp 


PENSION AND PROFIT-SHARING 
PLANS—BOOKS 

Rice LL, Basie Pension and Irufit- 
Sharing l’lans, Committee on Con- 
tinuing Legal Education (Philadel- 
phia, 1957) 148pp, $3.00 

Pension and Profit-Shariny l’lans and 
Clauses, Commerce Clearing House, 
(Chicago, 1958) 464pp, $9.00. Clauses 
and complete texts of actual plans. 


PENSION G PROFIT SHARING PLANS— 
ARTICLES 


Chief of the IRS Pension Trust Branch 
explains qualification of trust for for- 


eign service employees, Goodman I, 
11JTAX30, July59, 5pp 

Detailed consideration of the problems 
that arise upon the reorganization of 
a firm having a pension p!an. Mer- 
gers when one or both have plans, 
Robbins IF J, NYU17thInst, p951, 


42pp 

IRS Chief of the Pension Trust Branch 
details procedures for qualifying plans 
and obtaining rulings. Comments on 
best methods and on areas in which 
the IRS will not rule, Goodman I, 
NYUl17th Inst, p993, 40pp 

Ruling that provision for valuation 
change to accept Treasury figure 
destroys qualification criticized as 
illogical and unjustified, by Stanley 
G. Springer, 11JTAX214, Oct59, 2pp 

Tax planning by the employee is neces- 
sary to secure the advantages given 
to death and retirement benefits under 
qualified plans, Stock D, 11JTAX98, 
Aug59, 3pp 


PERSONAL—BOOKS 


Casey W J, Mutual Funds and ow to 
Use Them, Institute for Business 
Planning, Inc. (New York, 1958), 
216pp, $12.50, Emphasis on family 
and small-corporation “financial and 
tax planning 

Vernon W, Vernon LM, & Keebler S KE, 
Federal Income Taxation of Individ- 
uals, Committee on Continuing Legal 
Education, (Philadelphia, 1955) 150 
pp, $2.50 

Everyday Tax Planning to Increase the 
Family’s Spendable Income, The Jour- 
nal of Taxation, (Mew York, 1956) 
144p, $2.95. Practitioner's Guide No. 
9 


Tax Angles for Homeowners, Commerce 
Clearing House, (Chicago, 1957) 6Ipp, 
$1.00 


PERSONAL HOLDING COMPANIES 


Recent cases and rulings, Janin HH Tul 
TaxInst482, 1958, 29pp 


POLICY—BOOKS 

Blough, The Federal Tazinyg l’rocena, 
Prentice-Hall, Englewood Cli(fs 

Holland D M, The Income Tax Iurden 
on Stockholders,—A study by the Na- 
tional Bureau of Economic Research, 
New York, (Princeton, 1958) 241pp, 
$5.00. 1940-52 statistics examined to 
compare actual with burden if corpo- 
rate earnings were taxed directly to 
stockholders. Burdens computed at 
various stockholder income levels and 
with varying portions of corporate 
tax passed on through higher prices 

Lent, G E, A Tax Program for Small 


Business, The Amos Tuck Schwol of 
Business Administration, (Hanover, 
1958) 28pp, (bulletin free) 
POLICY—ARTICLES 
CPA urges drastic revision ending 


lower taxes on capital gain to make 
system simpler and to achieve public 
acceptance, Bachrach M, 11JTAX102, 
Aug59, 2pp 

Increase in revenues from profit-based 
taxes has marked growing crisis in 
finance as demand for services in- 
creased; equity and economy still im- 
portant, Perry H, 37Taxes374, May59, 
3pp 

Representative Mills outlines topics for 
Ways and Means Committee hearings 
in November, 11JTAX101, Aug59, Ip 

Weakening of opposition to Federea’ 
sales tax seen as offering opportunity 
for revision of income tax, Barlow 
J, 11 JTAX101, Aug59, 1p 

With tongue in cheek the author discuss- 
es the Detroit influence on tax policy— 
annual models, heavier and heavier; 
optional equipment, growing expense 
to operate; ete. You'll chuckle over this 
one! Blum W J, 37Taxes379, May59, 
2pp 


PROCEDURE—BOOKS 

Casey LF, Casey Federal Taz I’ractice, 
Callaghan & Co., (Chicago, 1955) 
195l1pp, (Cumulative Pocket Parts — 
annually) $80.00 

Goodrich E J & Redman L, I’rocedure 
Before the Internal Revenue Service, 
Committee on Continuing Leal Mdn- 
eation, (Philadelphia, 1957) 205pp, 


Lore M M, How To Win A Tax Case, 
Prentice-Hall, (Englewood Cliffs) 

Keir L E, The Preparation and Trial of 
Cases in the Tax Court of the United 
States, Committee on the Continuing 

of Legal Education, (Philadelphia, 

1955) 

When You Go to the Tax Courts; Pro- 
cedure and l’ractice, Commerce Clear- 
ing House, Inc., (Chicago, 1957) 
316pp (paper cover), $4.00 


PROCEDURE—ARTICLES 


Effect on tax controversies of state 
court action; legal theories; cases col- 
lected; desirability of bringing state 
actions; collusive and nonadversary 
proceedings; consideration of under- 
lying judicial policies, Berger A L 
NYUl17thInst, p87, 29pp 

Explanation of the law; some recent 
ceases, Sarner L, 5PracLaw69, Jan5® 
1l5pp; similarly 11JTAX35, July59. 


pp 

Former IRS trial attorney comments on 
administrative, pre-trial and trial 
techniques for the practitioner; warn- 
ings of common errors at each step, 
Pesin E NYU1TthInst, p37, 22pp 

Insistence by IRS that requests for rul- 
ings be properly prepared will mean 
quicker replies on acceptable applica- 
tions; similarly ending Chief Counsel's 
review of published rulings should 
speed action, 11JTAX156, Sep59, 2pp 


REAL ESTATE—BOOKS 


Anderson P E, Tax llanning of Real 
Katate, Committee on Continuing Le- 
gal Education. (Philadelphia, 1957) 

Real Estate Transactions, Second Edi- 
tion, 1959, Commerce Clearing House, 
$1.50, 96pp 


REAL ESTATE—ARTICLES 


Circumstances under which construc- 
tion by a lessee may be taxed as rent 
to the lessor; cases considered; sug- 
gestions on drafting avreements, 
Schlesinger N E, NYU17thInst. p 
697, 8pp 

Planning for the subdivision and sale 
of real property; avoiding dealer 
status, syndicates as pa'tnerships or 
corporations electine under Subchan- 
~ S, Purvis H, 11JTAX148, Sep59, 
Ppp 

Real estate man describes some taxfree 
exchanges of property which he ar- 
ranged, by Bernfeld H, 11JTAX220, 
Oct59, 2pp 

Section 1237 seen as too limited to be 
useful; best advice on how to achieve 
investor rather than dealer status is 
to remain inactive, Repetti P J, 
NYU17thInst, p651, 14pp 

Tax problem of developers; difficulty of 

achieving investor status; collapsibles; 

Subchapter S; Section 1244 stock. 

Informed and practical comment on 

ways to avoid these problems, Aron- 

—_ A J B, NYU17thInst, p685, 

12pp 


RETIREMENT CREDIT 


Retired person allowed credit for pen- 
sions may find that receipt of Social 
Security is not tax-free; it may cause 
loss of retirement credit, Halsey C, 
107J Account78, March59, Ip 


RETROACTIVITY 


Constitutional limits and due process in 
income and estate tax cases consid- 
ered, Novick A S, Petersberger R I, 37 
Taxes407, May59, 26pp 


RETURNS 


IRS dissatisfied with some handwritten 
reproduced returns; requirements re- 
viewed, 10JTAX187, Mar59, Ipp 


SALES TAX—BOOKS 


Due J F, Sales Taxation, The Univer- 
sity of Illinois Press, (Urbana, 1957,) 
396pp. $5.75. US, European, British 
Commonwealth sales taxes described; 
policy and administrative problems 
analyzed. 


SELF-EMPLOYED RETIREMENT 


Practical weighing of the advisability 
of lawyers attempting to form a Kint- 
ner-type association taxable as a cor- 
poration, Hobbet R D, 82WisBB21, 
Apr59, 5pp 

Treasury opposition may defeat pro- 
posal for pensions for the self-em- 
ployed; arguments as presented by 
David Lindsay to Senate Finance 
Committee, 11JTAX169, Sep59, 2pp 


STATE AND LOCAL—BOOKS 


Hanczaryk E W & Thompson J H, The 
Economic Impact of State and Local 
Taxes in West Virginia, West Vir- 
ginia University, (Morgantown, 1958). 
Authors conclude that the state is be- 
low average in ability to pay taxes, 
but does not collect what it could; 
reliance on sales and excise called too 
heavy and property taxes foun’ in- 
equitable. 

Morton W A, Housing Tazation, The 
University of Wisconsin Press, (Madi- 
son, 1958) 280pp, $4.75. 

Stuetzer, H. Jr., Massachusetts Taxation 
of Corporations, Little, Brown & Co., 
(Boston, 1956) 125pp, $3.25. By a 








practicing accountant, partner in Ly- 
brand, Ross Bros. & Montgomery. 


STATE AND LOCAL TAXES—ARTICLES 


Case holding Baltimore Ad tax un- 
constitutional criticized; Constitu- 
tional local taxes on advertising 
seen as possible, Silverstein L, 20U 
PittLR607, Mar59, 14pp; similarly 11 
JTAX108, Aug59, 5pp 

Compliance costs exceed 1% of taxes 
paid, national survey shows, 11JTAX 
243, Oct59, Ip 

Examination of original package doc- 
trine and new test of current opera- 
tional needs; difficulties in application 
foreseen, Sigerson D K, 11TaxExec214, 
Apr59, 12pp 

State and local taxes seen as usually not 
a large cost of doing business and 
not an important factor in location 
decisions, Thompson W R, 11JTAX 
44, July59, 3pp 

income taxes 

Apportionment factors examined in the 
light of recent cases; possibility seen 
that new “minimum connection” re- 
quirement will approximate old intra- 
state activity test, Silverstein L L, 11 
TaxExec200, Apr59, 13pp 

Economist discusses definitions of uni- 
tary business and suggests new com- 
prehensive one; uniform allocation 
formulas seen as desirable, Wilkie J 
A, 37Taxes437, May59, 10pp 

Insurance agents not liable for New 
York unincorporated business tax, 11 
JTAX185, Sep59, 1p 

Policy in allowing Federal tax as a 
deduction in computing state taxes, 
11JTAX46, July59, 1p 

interstate commerce 

Senate Small Business Committee recom- 
mends temporary Federal law to pro- 
hibit state tax on income unless busi- 
ness has property or people in the 
state; would have commission to study 
problem and propose permanent law, 
11JTAX183, Sep’59, 3pp 

Overall review of the role of the courts 
in reviewing property tax assess- 
ments; leading cases in various juris- 
dictions; standards of inequality and 
overassessment criticized; need for in- 
formal impartial review for small 
claims seen, Hellerstein J R, 14Tax 
LR327, Mar59, 6pp 

New law prevents extension of state 
tax on interstate business; 11JTAX- 
241, Oct59, lp 

Study of the factors that make a busi- 
ness unitary and therefore subject to 
state formulas for apportionment of 
income, 11JTAX241, Oct59, Ip 

sales tax 

States extend sales tax to services 11 
JTAX112, Aug59, Ip 


STOCK MARKET OPERATIONS 


Short sales, puts, calls, described and 
tax treatment explained, Gelband J 
F, 11JTAX88, Aug59, 2pp 


TAX COURT 


Pre-trial techniques; practical comments 
on stipulation and settlement proced- 
ure, Lentz B V NYU17thInst, p125, 
10pp 

Former trial attorney for chief counsel 
discusses post-trial settlement and 
motion procedure, Whitman J 1 NYU 
17thInst, p135, 12pp 


TAX PRACTICE—BOOKS 


Boughner J L, Tax Planning & Fee 
Setting for Profitable Law Practice, 
The Journal of Taxation, (New York, 
1958) 110pp, $8.00. Looseleaf, in- 
cludes periodic revisions. 

Isaacson B B, Guides to Successful Ac- 
counting Practice, American Institute 
of Certified Public Accountants, (New 
York, 1959), $3.50, 162pp. A compila- 
tion of notes and comments that ap- 
peared in the Practitioners Forum de- 
partment of the Journal of Accoun- 
tancy. One chapter is devoted to tax 
practice, and much of the comment 
throughout the book, though directed 
to accountants, might be read with 
profit by lawyers. Covers office proce- 
dures, relation with clients and staff, 
fees and billing, etc. 


TAX PRACTICE—ARTICLES 


Comment by lawyer-CPAs on proposed 
Code of Conduct limiting dual prac- 
tice, 10JTAX377, June59, 3pp 

Connecticut court holds that banks are 
not unlawfully practicing law in pre- 
paring and defending tax returns for 
estates and trusts of which they are 
trustees, 11JTAX182, Sep59, Ip 

Lawyer-CPAs practicing both profes- 
sions often do poor audit work, 
Puerto Rican lawyer says, Moreno R 
G, 11JTAX182, Sep59, Ip 


Leading practitioner forthrightly dis- 
cusses his answers to specific ethical 
problems arising in tax practice; ad- 
vice on proposed transactions, intent, 
records; errors on tax returns and 
duty to divulge; litigation problems in 
facts or cases unknown to the Gov- 
ernment; fraud cases; private interest 
vs. public responsibility, Darrell N 
NYUI17thInst, pl, 24pp 

Successful negotiations depends on 
awareness of agent’s duties and obli- 
gations, IRS policy and duties of the 
enrolled person. Comments on how 
to negotiate, Freeman H A and Free- 
man N D, 11JTAX938, Aug59, 3pp 

Tax problems as auditor should consider 
as he goes through his program. Com- 
ments and questions arranged in the 
same orders as typical audit program, 
Fletcher W H, 4NatPA2, Apr59, 4pp 
(Part I) 

corporate tax dept. 

Management consultant discusses the 
kind of corporate tax department that 
merits separation as special function 
and the kind of tax manager needed to 
run it,~Purvis D, 11TaxExecl8, Oct 
58, 7pp; similarly, 11JTAX235, Oct59, 
lp 


TIMBER—BOOKS 


Falk. Jr.. H W, Timber and Forest 
Products Law, Howell-North Books. 
Berkeley, Calif., 1958). Price, $7.50. 


TIMBER 


Law and Regulations applicable to 
capital gains from timber explained, 
13ArkLR40, Winter58-59, 1lpp 


TRUSTS—BOOKS 


Kennedy L W, Federal Income Taxation 
of Trusts and Estates, Little, Brown 
& Co., (Boston, 1948) with 1953 sup- 
plement. 837pp. $20.00. This is the 
text on the subject; thorough, com- 
prehensive. 

Nossaman W L, Trust Adminiatration 
and Tazation, Matthew Bender & Co., 
(New York) 2 vols., (loose-leaf) 
$42.50. 

Olson R L & Gradishar R L, Saving In- 
come Taxes by Short Term Truata, 
Prentice-Hall, (Englewood Cliffs, 
1956) 203pp, $7.50. Exposition of 
Code; examples. 

Tweed H & Parsons W, Lifetime and 
Teatamentary Estate Planning, Com- 
mittee on Continuing Legal Fduen- 
tion, (Philadelphia, 1955) 


TRUSTS—ARTICLES 


Custodianship and support trusts for 
minors seen as less useful than ordin- 
ary trusts in view of Treasury in- 
flexible stand on taxation of income 
to parents. IRS position is doubtful 
and litigation is foreseen, Savage T 
D Jr, NYU17thInst, p1097, 20pp 

Family tax savings in 10-year trusts, 
two-year charitable trusts; gift tax 
and estate tax implications; practical 
and comprehensive, Yohlin H, 14Tax 
LR109, Nov58, 28pp; similarly 5Prac 
Law37, Feb59, 25pp 

General consideration of financial prob- 
lems of a family and how support 
trusts and gifts to custodians can 
provide an answer at considerable tax 
saving if they are carefully planned, 
Raymond J J, 11JTAX104, Aug59, 


Ppp 

Inclusion of trust in grantor’s estate 
(State Street Trust case, Cushing 
estate) because of his wide powers as 
trustee criticized, but practitioners are 
warned that trustees should consider 
resigning, 11JTAX172, Sep59, 2pp 

Power to invade principal need in most 
long-term trusts; how to avoid tax 
disadvantages of such powers, Cavitch 
Z, 11JTAX113, Aug59, 2pp 

Summary of the most important Ad- 
visory Group proposals with com- 
ments expressed at the hearings by 
the Treasury and by practitioners, 
— W K, 10JTAX370, Juneb59, 
Pp 

Tax, legal, practical aspects of family 
trusts; personal aspects of trusts for 
pensions, deferred compensation, busi- 
ness life insurance; recent cases, legis- 
lation discussed; references to texts 
and recent articles; comprehensive, 
clear, Lentz H T TulTaxInst64, 1958, 
124pp 

Termination problems; when does trust 
terminate? Problems at death of in- 
come beneficiary; allocation of capital 
gains; loss carryovers; partial termi- 
nations, Glassmoyer T P, NYU17th 
Inst, p1227, 18pp 

Ways and Means Committee to make 
substantial changes in bill proposed 
by Advisory Group on Subchapter J 
(HR3041), 11JTAX251, Oct59, 1p 


UNEMPLOYMENT TAXES 

NY permits voluntary contributions by 
employers; example of saving in vol- 
untary payment, 11JTAX180, Sep59, 
ipp 


VALUATION 


Thoughtful comments on fundamental 
techniques; factors influencing courts; 
sees need for reasoned analysis in de- 
cisions rather than arbitrary findings, 
Gordon E L NYU17thInst, p73, 14pp 


CASES DISCUSSED 


Articles discussing extensively u tax 
case are indexed below. The first word 
in each item below is the name of the 
ease, the second word the major sub- 
ject heading under which the article 
is indexed, the third word the minor 
heading, and the fourth word (italicized) 
is the first word of the index entry of 
the article containing the discussion. 


Abbott—corp, collapsible—taz 
Abell—s&l—case 
Abercrombie—oil, gas & min—implica- 
tions 
Alecoma—loss, casualty—analysis 
Altdorfer—acc—deferred 
Alprosa—losses, carryback—legislative 
Auto Club of Mich.—acc, accr—analysis 
Baird—acc, reserves—criticism 
Bankline—oil, gas & min—LaGloria 
Barker—oil, gas and min—analysis 
n Brass—fraud—misrepresentation 

Beacon Publishing—acc,’ accr—analysis 
Benton—account—distinguishing 
Berkowitz—comp—consolidation 
Blair—procedure—effect 
Blumenthal—trusts—taz 

kin—fraud—constitutional 
Boettinger—alimony—husband 
Bond—ins—attack 
Bounds—comp—paymenta 
Breece Veneer—account—distinguishing 
Breitfeller—corp, acc erngs tax—taxz 
Brennen—procedure—ezplanation 
British Motor Car—losses, carryback— 

legislative 

Brodson—fraud—comment; crucial 
Brown Wood Preserving—timber—dia- 


cussion 

Cartan—oil, gas & min—taz 

Carter—farm—cases, immature 

Carpenter—farm—Treasury 

Casale—insurance—does 

Choate—oil, gas and mineral—tazx 

Coastal Oil—losses, carryback—legisla- 
tive 

Cohn—depreciation—no, salvage, Treaa- 
ury 

Cooper—foreign, income—critical 

Costello—fraud—comment 

Cowden—comp—oil 

Credit & Inv. Corp.—foreign, income— 

Crowell Land—oil, gas and min—an- 
alysis 

Crowther—ded & exp, t&e—lumberjack 

Cuba Railroad—inc—Teleservice 

Davis—oil. gas and mineral—when 

Detroit Edison—inc—Teleservice 

Donnelly—fraud—consideration 

Donovan—losses, carryback—lenislative 

Doran—corp, buy sell—consideration 

Douglas—oil, gas & min—possibility 

Ducros—insurance—does 

Durham Lumber—collect, 
flicting 

Eder—foreign, income—critical 

Eisinger—alimony—I/RS, recent 

Elbe Oil Land—oil, gas & min—an- 
alysis; Parsons 

Elia—farm—cases 

Elko Realty—losses, carryback—legiala- 
tive 

Emmons—insurance—Taz, attack 

ET&WNC Transportation—sé&l, 
comm—apportionment 

Evans—depreciation—reversal, Treasury 

Faber—alimony—husband 

Fine & Sons—procedure—ezplanation 

Fisher—trusts—practical 

Fox—farming—immature 

Frost—farm—cases 

Frueler—procedure—effect 

GCM 22730—oil, gas & min—considera- 
tion 

Gariepy—fraud—crucial 

Glover—acc, reserves—criticism 

Gooch Milling—procedure—ezplanation 

ch—foreign, income—critical 

Goodstein—ins—attack 

Gowans—oil, gas & min—analysis 

Hancock—farming—immature 

Hansen—acc, reserves—criticism 

Harmon—oil, gas and mineral—when 

Harris—est, admin—attorney 

Hedberg-Friedheim — corp, acc 
tax—taz 

Helburn—foreign, income—critical 

Henshaw—oil, gas and mineral—when 

Herndon—oil, gas & min—implications 


liens—con- 


inter- 


erngs 





Hertz—deprec — salvage, distri 
versal, Treasury o, daira, 
Himmelfarb—fraud—crucial 
Holsey—corp, redem—consideration 
Hoover Motor Express—ded & ex 
—close P 
Hopkins—fraud—disallowance 
Howard—corp, reorg—taz 


































































Howell—oil, gas and mineral—m; - 
Hughes—oil, gas and mineral— gas & 
I. A. Dress ‘Co. crates ruste—P" 


Jefferson Lake Sulphur—oil, gas 
mineral—survey 
Kaiser—inc—unions 
Kelley—corp, collapsible—taz 
ee Coal Co.—il, gas and mip 
—tax 
Kings County Iron Works—collect, li 
—conflicting 
Kitner—self-emp retire—practicg] 
Klein—inventory—brief 
LaGloria—oil, gas & min— LaGy 
natural 
Lake—oil, gas & min—analysis 
Lembcke—foreign, income—criticg] 
Leuschner—collect—district 
Licavoli—fraud—comment 
Lipshitz—fraud—constitutional 
Long Poultry Farms—farm—Treas 
Manahan—oil, gas & bin—analysis, 
plications 
Marlor—d&e, education—ezpenses 
Massey Motors—deprec—reversal 
McDonald—farming—immature 
McMurray—oil, gas & min—implicatio 
Metropolitan Bldg—acc—IRS 
Mill Ridge—losses, carryback—legislat 
Mitchell—fraud—criminal 
Moore—farming—immature 
Naylor—oil, gas and mineral—survey 
New Capital Hotel—ace, ace 


»—foreign, 


NUE F 


ricles conta 
revenue ru 
ber is tha 
as in case 









112—proc— 
548—oil, & 
540—accou 
541—accou 
23 

%6—oil, 2 
§6--exem 
98—accou 


















ysis . 
‘ r 46—oil, 8 
—— Oil—ace, acer — gg—alime 






6 

6—farm 

4337—trust 
4 


Northwestern Cement—s&l, intercom 
—apportionment 
Northwestern States Portland Cement 
s&l, interstate com—attorney; bri 
Georgia 
Osteen—dé&e, t&e—disallowance 
Parsons—oil, gas and mineral—Pa: 
Pelton Steel ‘ 
Pelton Steel—corp, ace erngs tax—ti. 
—buy sell—consideration R 
Penn Needle—corp, buy sell—considemiy 1¢4—p1 
tion = 
Prater—oil, gas & min—implications Pie—pt 
Prunier—corp, buy sell—consideration 
Reed—comp—payments | 
Rodner—comp—payments 


4 
3 





AU 


Rubenstein—fraud—criminal 
Ruoff—ded & exp, nonbusiness—law ; 
SM 8322—oil, gas & min—consideratiogy® St © 
Safra—fraud—criminal = ry 
Schenck—fraud—consideration «: ow 
Schwartz—fraud—disallowance ath ‘ 
Sensenbrenner—trusts—practical _ A 
Sidney, corp, collapsible—taz on '- 
Simpson—comp—payments * ‘ined) 
Slagter—oil, gas & min—analysis |" - th 
Southwest Consolidated—corp, reorge’” 
tax 
Southwest Expl—oil, gas & min—gen B I 
Gloria ; 









State Street Trust—trusts—inclusion 
Stockham Valves—s&l, intersta 

torney; brief; Georgia; apportionme 
Summers—fraud—crucial 


Tank Truck Rentals—ded & exp, i andy 
close gen 
Teleservice—acc—analysis aon | 
Textile Mills—d&e—analysis a 
Thayer—exempt org, contrib—alumni 
Trembley—oil, gas and mineral—sw 
Turnhow—corp, reorg—taz 
US Plywood—s&l, foreign comm—eza os 


ination 
Usibelli—oil, gas & min—natural 
Waters—d&e, t&e—disallowance 
Watson—dé&e, education—exrpenses 
Weil—alimony—/RS; husband; recent 
Winn—d&e, t&e—disallowance / 
Youngstown Sheet—s&l, foreign com 

—examination 2 
Zipp, corp, buy sell—consideration 
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CODE SECTIONS DISCUSS 


Articles containing extensive discus 
of Code sections are listed below. 
number is that of the section of 
1954 Code, references are as in cai 
above. | 


87—inc—retirement 
108—inc—discharges 
109—real est—circumstances 
162—dé&e, education—expenses 
78—acc—code 


1 

212—ded & exp, nonbusiness—law 
808—redem—after : 
805—corp, pref stock—advisory 
311—corp, div—effect 
$12—corp, div—effect 














Z distri t, 





orp, buy sell—consideration 
































cial orp, liquidations—IRS 
msideratioy orp, reorg—advisory 
& exp BCOrP» reorg—advisory 
P, _corp, reorg—tax 
wance ace, change—changes : 
oe _corp, buy sell—consideration 
ine’ : reign, corp—new 
eee ‘ gas & minerals—when 
trusts—practical — 
—oil trusts—custodianships 
i trusts—custodianships 
-partners—income ’ 
—taz s)—oil, gas and mineral—survey 
» foreign, inc—new , 
gas and mine _oi], gas and mineral—whken; invol 
(s— ‘ conv—law . 
cote, —real est—planning 
practi s—real est—section : 
—— —procedure—explanation 
nin — )—trusts—power 
Lalo s—est, admin—attorney 
nalysis foreign, inc—new 
e—critical 
ict 
t 
itional ENUE RULINGS DISCUSSED 
farm—T reas ei : : ° 
i—analysis, jicles containing extensive discussion 
revenue rulings are listed below. The 
“expenses aber is that of the ruling; references 
reversal as in cases and Code sections above. 
nature 


12—proc—insistence 

5i8—oil, gas and mineral—tax 
340—account—distinguishing 
s4l—account—distinguishing 


Teg Plcatio 


pck—legiaat 


ee ‘36—oil, gas and mineral—when 

omen 4%6--exempt org, contrib—alumni 
: = 108—account—distinguishing ‘ 
ce us—oil, gas and mineral—capital 

» Sccr— aioe alimony—recent 

: 546 
fl, interen Li3¢—farmers—ruling 
37—trusts—practical 

land Cementhe»,. -sspeseedlia 
ttorney; briffiy ded & exp, t&e—IRS 
wen 930—oil, gas & mineral—survey 
ral a“ 9948—oil, gas & mineral—survey 
oe /406—oil, gas & mineral—survey 
; neo 6475—foreign, income—critical 
“te ‘ax—t@. Proc 59-22—proc—insistence 
ol— 4 R 69—farm—Treasury 
<n Considerian 164—proc—insistence 
plications R-165—proc—insiatence 
onsideratio 
- AUTHORS INDEXED 
siness—law 


“onsideration® ist word below is the name of an 
| Ea whose books or articles are in- 

ved herein; the second word is the ma- 

py heading under which his work is 

' 

' 


oothaal ied; the third word either identifies 
ax je work as a book or is the minor head- 
; : for an article listing; last word 
analysis alicized) is the first word of the index 


corp, reorgee? of the article. 
: won B L—est, admin—1958; gift tax 
& min—le 1958; depreciation, add’l first year— 
—inelusion vf : 
ntersta discon J—corp—script 
portionnefa® H J—foreign—book 
jerson P E—real est—book 
»»pathoine R—corp., book 
& exp, ip msohn A J B—real 
at., 
akian S—fraud—practical; 
tional 


est—tax—real 


is constitu- 


Bachrach M—policy—CPA 

Balter H G—fraud—disallowance; mis- 
representation; book 

Barlow J—policy—weakenin 

Beck D—general—book : 

Bender L—fraud—crucial 

Bergen K W—comp—unfunded 

Berger A L—procedure—effect 

Bernfeld H—real est—real 

Bernstein A B—est 
ments 

Beveridge J W—est & gifts—book 

Bierman J D—corp—=script 

Birmingham J F—oil, gas and min— 
sharing 

Block N—corp, div—effect 

Blum W J—policy—with 

Boughner J L—tax prac—book 

Breeding—oil, gas & min—book 

Brown E C—deprec—book 

Bruen A J—oil, gas & min—overall 

Burton—oil, gas & min—book 

Butters J K—inventory—book 

Byer S—fraud—criminal 

Caplin M—corp, thin—meticulous 

Casey L F—procedure—book 

Casey W J—personal—book 

Cavitch Z—est, admin—careful; trusts— 
power 

Cobert E O—fraud—consideration 

Cox A H—comp—duPont’s 

Cox F L—s&l, interstate comm—Georgia 

Crawford W W—foreign, WHTC—com- 
parison 

Creed J F—patents—how 

Crown J H—ded & exp, ill—close 

Curtis J—gift tax—powers 

Cutler A R—ex org, contrib—gifts 

Darrell N—tax prac—leading 

DeLeoleos N T—inventory—brief 

Diamond W H—foreign—book 

Dohan D H W—dé&e, nonbusiness—law 

Driscoll J P—partnership—associations 

Due J F—sales tax—book 

Ekman S V—annuities—private 

Emery W M—acc—survey 

Erbacher P J—collect—district 

Farrell E J—farm—Treasury 

Fillman J R—comp—Ford 

Fiske L E—oil, gas & min—book 

Fletcher W H—tax prac—tax 

Freeman H A—tax prac—successful 

Freeman N D—tax prac—successful 

Friedman M—insurance—New York 


admin—develop- 





Friedman P H—foreign, WHTC—law 
Friedman W H—corp, collapsible — 
thorough 


Gelband J F—stock market oper—short 

Getz E—comp—payments 

ee M D—corp, redempt—formu- 
ae 

Glassmoyer T P—trusts—termination 

Goodman I—foreign, inc—chief; pens 
& prof,—chief; IRS 

Goodrich E J—procedure—book 

Gordon G B—d&e—book 

Gordon E L—valuation—thoughtful 

Gradishar R L—trusts—book 

Greene R—corp—taz; corp, reorg— ad- 
visory 

Greenfield H—account—book 

Griesinger F K—account—book 

Gumpel H J—foreign, bus—recent 

Gutkin S A—general—books 

Hagendorf S—dé&e, education—expenses 

Halsey C—retire credit—retired 

Halstead H M—farm—book 

Hanczaryk E W—s&l—book 

Harris D V Jr.—d&e, medical—summary 

Healy J L—pensions & prof—bank 

Hellerstein J R—s&l, property—overall 





Herzberg A—acc, reserves—Supreme 
Hewitt J—corp, collapsible—tax 
Hill W C—coll taxes, trans liab—deci- 


sion 
Hinkel T S—foreign inc—foreign 
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PROFESSIONAL TAX PUBLICATIONS 
FOR 2 WEEKS’ FREE EXAMINATION 


1959 Institute On Federal Taxation 


Sponsored by New York University 

All in one large book. Seventy-one of the country’s most respected 
tax specialists present tax studies in depth on the important prob- 
lems of the day and how to meet these problems. A few of the main cn 
subject divisions are: Estate Planning . . . Individual Tax Problems Sarat 
. . . Corporate Organization and Financing . . . Deferred Compen- | TAXATION 
sation .. . Pensions .. . Partnerships . . . Oil and Gas . . . Tax 
Court Procedure . . . Tax Practice Ethics ... Fraud . . . Real Estate. 
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1959 Major Tax Planning ~ 


Sponsored by University of Southern California 

This volume is awaited eagerly each year by tax men who respect 
the views expressed by outstanding tax specialists who HAVE SOME- 
THING TO SAY. They tell you in the most practical way possible 
what to expect in 1959 and 1960. Includes a detailed analysis of the 
1958 I.R.C. Amendments. A few of the topics are: Tax Liens . 
Taxing Income to Shareholders . . . Brother-Sister Corporations 
. . . Partial Liquidations . . . Stock Redemptions . . . Accumulation 
of Earnings ... Trusts . . . Traveling and Entertainment Expenses. 


Federal Taxation of Oil and Gas Transactions 
by Leland E. Fiske 


A clear explanation of the special applications of federal tax law 
in the oil and gas industry. Thoroughly integrated, concise, easily 
understood. The author’s long experience in the industry, including 
service in a high post in the Internal Revenue Service, offers assur- 
ance of a practical viewpoint. He is one of the most respected experts 
in this field. Covers Exploration, Acquisition, Development, Opera- 
tion, Depreciation, Depletion, Disposition, Net Losses, Partnerships, 
Associations, Estates, Trusts, Corporations, Valuation. 


Herr’s Instant Depreciation Computer 
by Robert R. Herr, C.P.A. 

Gives you instant side by side depreciation to the penny for 
straight line, sum of years-digits or declining balance methods. This 
volume of tables contains over 123,000 IBM computations for annual, 
monthly, portions of years, infrequently used lives, etc. Compare 
results in advance. Complete explanation (just revised) of the depre- 
ciation provisions of the 1954 Tax Law. 


TWO WEEKS’ Please send for 2 weeks’ free examination: 


FREE EXAMINATION [_] 1959 Institute on Federal Taxation, Price if retained $25. 
[] 1959 Major Tax Planning, Price if retained $17.50 
Mail to (_] Taxation, Oil & Gas Transactions, Price if retained $25. 


Herr’s Depreciation Computer, Price if retained $6. 
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